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FOREWORD

The Uniform CPA Examination is prepared by the Board of Examiners of the American Institute of
Certified Public Accountants and is used by the examining boards of all fifty states of the United States,
the District of Columbia, Puerto Rico, Guam, and the Virgin Islands as a prerequisite for issuance of
CPA certificates. This booklet contains the questions and unofficial answers of the May 1990 Uniform
Certified Public Accountant Examination.

Although the questions and unofficial answers may be used for many purposes, the principal reason
for their publication is to aid candidates in preparing for the examination. Candidates are also
encouraged to read Information fo r CPA Candidates, which describes the content, grading, and other
administrative aspects of the Uniform CPA Examination.

The unofficial answers were prepared by the staff of the Examinations Division and reviewed by the
Board of Examiners but are not purported to be official positions of the American Institute of Certified
Public Accountants. Each of the unofficial answers is accompanied by its maximum point value assigned
by the Board of Examiners for grading purposes.

Rick Elam, Vice President — Education
American Institute of Certified Public Accountants
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INSTRUCTIONS TO CANDIDATES
F a il u r e T o F o l l o w T h e s e I n str u c tio n s M ay H a v e A n A d v er se E f f e c t O n Y o u r E x a m in a tio n G rade

1.

2.

3.

impossible to determine how your amounts were
computed.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance, if
12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.
Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are com puter-graded, your
comments and calculations associated with them are
not considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up. The objective portion of your
examination will not be graded if you fail to record
your answers on the objective answer sheet.
Support all problem-type answers with properly
labeled and legible calculations that can be identi
fied as sources of amounts in formal schedules,
entries, worksheets, or other answers, to show how
your final answer was derived. Computation sheets
should identify the question to which they relate,
be placed immediately following the answer to that
question, and be numbered in sequence with the other
pages. Failure to enclose supporting calculations may
result in loss of grading points because it may be

4.

For Question Number 4 be sure to include the com
pleted tear-out worksheet in the proper sequence with
other answer sheets.

5.

A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test the
candidate’s knowledge and application of the subject
matter, the ability to organize and present such
knowledge in acceptable written language may be
considered by the examiners.

6.

Write your 7-digit candidate number in the space pro
vided at the upper right hand comer of this page.

7.

You must hand in your examination booklet and
answer papers before leaving the examination room.
Your examination will not be graded unless your
examination booklet and answer papers are handed in.

8.

If you want your examination booklet mailed to you,
write your name and address in the space provided
on the back cover page and place 45 cents postage in
the space provided, unless otherwise instructed.
Examination booklets will be distributed no sooner
than the day following the administration of this
examination.

Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.
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Examination Questions

2.
During 1989, Scott Corp. purchased marketable
equity securities as long-term investments. Pertinent data
follow:

Instructions
Questions Num ber 1, 2, and 3 each consist of 20
multiple choice items. Select the best answer for each of
the items relating to a variety of financial accounting pro
blems. Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet to
indicate your answer. M ark only one answer for each
item. Answer all items. Your grade will be based on the
total number of correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

Security
D
E
F

97. Gross billings for merchandise sold by Baker Com
pany to its customers last year amounted to $5,260,000;
sales returns and allowances reduced the amounts owed
by $160,000. Net sales were
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000

97.

Num ber 1 (Estimated tim e ----- 45 to 55 minutes)
1.
Poe, Inc. had the following bank reconciliation at
March 31, 1990:

4. On January 1 , 1988, Purl Corp. purchased as a long
term investment $500,000 face value of Shaw, Inc.’s 8%
bonds for $456,200. The bonds were purchased to yield
10% interest. The bonds mature on January 1, 1994 and
pay interest annually on January 1. Purl uses the interest
method of amortization. What amount (rounded to nearest
$100) should Purl report on its December 3 1 , 1989 balance
sheet for this long-term investment?
a. $468,000
b. $466,200
c. $461,800
d. $456,200

$46,500
10,300
56,800
12,600
$44,200

Data per bank for the month of April 1990 follow:
Deposits
Disbursements

Market value
at 12/31/89
$ 40,000
60,000
186,000
$286,000

3.
On April 1, 1989, Saxe, Inc. purchased $200,000
face value, 9% U. S. Treasury Notes for $198,500,
including accrued interest of $4,500. The notes mature
July 1 , 1990, and pay interest semiannually on January 1
and July 1. Saxe uses the straight-line method of amor
tization. The notes were sold on December 1, 1989 for
$206,500, including accrued interest of $7,500. In its
October 31, 1989 balance sheet, the carrying amount of
this investment should be
a. $194,000
b. $196,800
c. $197,200
d. $199,000

Answer Sheet

Less outstanding checks
Balance per books, 3/31/90

Cost
$ 36,000
80,000
180,000
$296,000

Scott appropriately carries these securities at the lower of
aggregate cost or market value. The amount of unrealized
loss on these securities in Scott’s 1989 income statement
should be
a. $20,000
b. $14,000
c. $10,000
d. $0

Item

Balance per bank statement, 3/31/90
Add deposit in transit

May 1990

$58,400
49,700

5. Garr Co. received a $60,000, 6-month, 10% interestbearing note from a customer. After holding the note for
two months, Garr was in need of cash and discounted the
note at the United Local Bank at 12 %. The amount of cash
Garr received from the bank was
a. $60,480
b. $60,630
c. $61,740
d. $62,520

All reconciling items at March 3 1 , 1990 cleared the bank
in April. Outstanding checks at April 30, 1990 totaled
$7,000. There were no deposits in transit at April 3 0 , 1990.
What is the cash balance per books at April 30, 1990?
a. $48,200
b. $52,900
c. $55,200
d. $58,500
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Accounting Practice — Part I
10. On June 1, 1989, Pitt Corp. sold merchandise with
a list price of $5,000 to Burr on account. Pitt allowed trade
discounts of 30% and 20%. Credit terms were 2/15, n/40
and the sale was made FOB shipping point. Pitt prepaid
$200 of delivery costs for Burr as an accommodation. On
June 1 2 , 1989, Pitt received from Burr a remittance in full
payment amounting to
a. $2,744
b. $2,940
c. $2,944
d. $3,140

Item s 6 through 8 are based on the following:
Lee, Inc. acquired 30% of Polk Corp.’s voting stock on
January 1 , 1988 for $100,000. During 1988, Polk earned
$40,000 and paid dividends of $25,000. Lee’s 30% interest
in Polk gives Lee the ability to exercise significant influence
over Polk’s operating and financial policies. During 1989,
Polk earned $50,000 and paid dividends of $15,000 on
April 1 and $15,000 on October 1. On July 1, 1989, Lee
sold half of its stock in Polk for $66,000 cash.
6.
Before income taxes, what amount should Lee include
in its 1988 income statement as a result of the investment?
a. $40,000
b. $25,000
c. $12,000
d. $ 7,500

11. At December 31, 1989, Grey, Inc. owned 90% of
Winn Corp., a consolidated subsidiary, and 20% of Carr
Corp., an investee in which Grey cannot exercise signifi
cant influence. On the same date, Grey had receivables
of $300,000 from Winn and $200,000 from Carr. In its
December 31, 1989 consolidated balance sheet, Grey
should report accounts receivable from affiliates of
a. $500,000
b. $340,000
c. $230,000
d. $200,000

7.
The carrying amount of this investment in Lee’s
December 31, 1988 balance sheet should be
a. $100,000
b. $104,500
c. $112,000
d. $115,000

12. Rand, Inc. accepted from a customer a $40,000,
90-day, 12% interest-bearing note dated August 3 1 , 1989.
On September 30, 1989, Rand discounted the note at the
Apex State Bank at 15 %. However, the proceeds were not
received until October 1, 1989. In Rand’s September 30,
1989 balance sheet, the amount receivable from the bank,
based on a 360-day year, includes accrued interest revenue
of
a. $170
b. $200
c. $300
d. $400

8.
What should be the gain on sale of this investment
in Lee’s 1989 income statement?
a. $16,000
b. $13,750
c. $12,250
d. $10,000

13. Union Corp. uses the first-in, first-out retail method
of inventory valuation. The following information is
available:

9.
The following accounts were abstracted from Roxy
C o.’s unadjusted trial balance at December 31, 1989:

Accounts receivable
Allowance for uncol
lectible accounts
Net credit sales

Debit
$1,000,000

Credit
Beginning inventory
Purchases
Net additional markups
Net markdowns
Sales revenue

8,000
$3,000,000

Roxy estimates that 3% of the gross accounts receivable
will becom e uncollectible. A fter adjustm ent at
December 31, 1989, the allowance for uncollectible
accounts should have a credit balance of
a. $90,000
b. $82,000
c. $38,000
d. $30,000

Cost
$12,000
60,000

Retail
$ 30,000
110,000
10,000
20,000
90,000

If the lower of cost or market rule is disregarded, what
would be the estimated cost of the ending inventory?
a. $24,000
b. $20,800
c. $20,000
d. $19,200
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18. On January 2, 1989, Ames Corp. signed an eightyear lease for office space. Ames has the option to renew
the lease for an additional four-year period on or before
January 2 , 1996. During January 1989, Ames incurred the
following costs:

14. West Retailers purchased merchandise with a list price
of $20,000, subject to trade discounts of 20% and 10%,
with no cash discounts allowable. West should record the
cost of this merchandise as
a. $14,000
b. $14,400
c. $15,600
d. $20,000

•
•

15. On December 1, 1989, East Co. purchased a tract
of land as a factory site for $300,000. The old building
on the property was razed, and salvaged materials resulting
from demolition were sold. Additional costs incurred and
salvage proceeds realized during December 1989 were as
follows:
Cost to raze old building
Legal fees for purchase contract and to
record ownership
Title guarantee insurance
Proceeds from sale of salvaged materials

$120,000 for general improvements to the leased
premises with an estimated useful life of ten years.
$50,000 for office furniture and equipment with an
estimated useful life of ten years.

At December 31, 1989, Ames’ intentions as to exercise
of the renewal option are uncertain. A full year’s
amortization of leasehold improvements is taken for calen
dar year 1989. In Ames’ December 3 1 , 1989 balance sheet,
accumulated amortization should be
a. $10,000
b. $15,000
c. $17,000
d. $21,250

$25,000
5,000
6,000
4,000

In East’s December 3 1 , 1989 balance sheet, what amount
should be reported as land?
a. $311,000
b. $321,000
c. $332,000
d. $336,000

19. On December 31, 1989, a building owned by Pine
Corp. was totally destroyed by fire. The building had fire
insurance coverage up to $500,000. Other pertinent
information as of December 31, 1989 follows:

16. On June 18, 1989, Dell Printing Co. incurred the
following costs for one of its printing presses:

Building, carrying amount
Building, fair market value
Removal and clean-up cost

Purchase of collating and stapling attachment $84,000
Installation of attachment
36,000
Replacement parts for overhaul of press
26,000
Labor and overhead in connection with
overhaul
14,000

$520,000
550,000
10,000

During January 1990, before the 1989 financial statements
were issued, Pine received insurance proceeds of $500,000.
On what amount should Pine base the determination of its
loss on involuntary conversion?
a. $520,000
b. $530,000
c. $550,000
d. $560,000

The overhaul resulted in a significant increase in produc
tion. Neither the attachment nor the overhaul increased
the estimated useful life of the press. What amount of the
above costs should be capitalized?
a. $0
b. $ 84,000
c. $120,000
d. $160,000

20. On January 1 , 1986, Taft Co. purchased a patent for
$714,000. The patent is being amortized over its remaining
legal life of 15 years expiring on January 1 , 2001. During
1989, Taft determined that the economic benefits of the
patent would not last longer than ten years from the date
of acquisition. What amount should be reported in the
balance sheet for the patent, net of accumulated amortiza
tion, at December 31, 1989?
a. $428,400
b. $489,600
c. $504,000
d. $523,600

17. On April 1 , 1988, Kew Co. purchased new machinery
for $300,000. The machinery has an estimated useful life
of five years, and depreciation is computed by the sum-ofthe-years’-digits method. The accumulated depreciation
on this machinery at March 31, 1990 should be
a. $192,000
b. $180,000
c. $120,000
d. $100,000
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Number 2 (Estimated tim e-----45 to 55 minutes)
Item s 24 and 25 are based on the following:

21. Black C o., organized on January 2 , 1989, had pretax
accounting income of $500,000 and taxable income of
$800,000 for the year ended December 3 1 , 1989. The only
temporary difference is accrued product warranty costs
which are expected to be paid as follows:
1990
1991
1992
1993

Mann Industries provides retirement benefits to employees
through a funded defined benefit pension plan. The com
pany administering the plan provided the following infor
mation for the year ended December 31, 1989:

$100,000
50,000
50,000
100,000

Plan assets (at fair value)
Accumulated benefit obligation
Pension cost
Employer’s contribution, 12/1/89
Prior service cost not yet
recognized in earnings

The enacted income tax rates are 35 % for 1989, 30% for
1990 through 1992, and 25% for 1993. Black elected early
application of FASB Statement No. 96, Accounting fo r
Income Taxes, in its financial statements for the year ended
December31,1989. In Black’s December 3 1 , 1989 balance
sheet, the deferred income tax asset should be
a. $ 60,000
b. $ 70,000
c. $ 85,000
d. $105,000

$400,000
$445,000
$100,000
$120,000
$ 10,000

On December 31,1988, the accrued/prepaid pension cost
account had a debit balance of $15,000. Assume that the
fair value of the plan assets is equal to the market-related
asset value. Prior to 1989, the fair value of plan assets
exceeded the accumulated benefit obligation.
24. In Mann’s December 31, 1989 balance sheet, what
is the amount of prepaid pension cost?
a. $35,000
b. $30,000
c. $20,000
d. $ 5,000

22. Rice Co. salaried employees are paid biweekly.
Advances made to employees are paid back by payroll
deductions. Information relating to salaries follows:

390,000

25. In Mann’s December 31, 1989 balance sheet, what
is the amount of minimum liability (unfunded accumulated
benefit)?
a. $10,000
b. $20,000
c. $45,000
d. $80,000

In Rice’s December 3 1 , 1989 balance sheet, accrued salaries
payable was
a. $94,000
b. $82,000
c. $70,000
d. $30,000

26. Graf Corp.’s 1989 income statement showed pretax
accounting income of $200,000. To compute the federal
income tax liability, the following 1989 data are provided:

Employee advances
Accrued salaries payable
Salaries expense during the year
Salaries paid during the year
(gross)

12/31/88 12/31/89
$24,000 $ 36,000
40,000
?
420,000

Income from exempt municipal bonds
$10,000
Depreciation deducted for tax purposes
in excess of depreciation deducted for
financial statement purposes
$20,000
Estimated federal income tax payments made $40,000
Enacted corporate income tax rate
30%

23. At December 31, 1988, a $1,200,000 note payable
was included in Cobb Corp.’s liability account balances.
The note is dated October 1 , 1988, bears interest at 15%,
and is payable in three equal annual payments of $400,000.
The first interest and principal payment was made on
October 1 , 1989. In its December 3 1 , 1989 balance sheet,
what amount should Cobb report as accrued interest payable
for this note?
a. $135,000
b. $ 90,000
c. $ 45,000
d. $ 30,000

If the alternate minimum tax provisions are ignored, what
amount of current federal income tax liability should be
included in G ra f's December 31, 1989 balance sheet?
a. $11,000
b. $20,000
c. $39,000
d. $51,000
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29. On December 30, 1989, Bart, Inc. purchased a
machine from Fell Corp. in exchange for a noninterest bear
ing note requiring eight payments of $20,000. The first
payment was made on December 3 0 , 1989, and the others
are due annually on December 30. At date of issuance,
the prevailing rate of interest for this type of note was 11%.
Present value factors are as follows:

27. The balance in Kemp C orp.’s accounts payable
account at December 31, 1989 was $900,000 before any
necessary year-end adjustment relating to the following:
•

•

•

Goods were in transit to Kemp from a vendor on
December 31, 1989. The invoice cost was $50,000.
The goods were shipped F.O.B. shipping point on
December 29, 1989 and were received on January 4,
1990.
Goods shipped F.O.B. destination on December 21,
1989 from a vendor to Kemp were received on
January 6, 1990. The invoice cost was $25,000.
On December 27, 1989, Kemp wrote and recorded
checks to creditors totaling $40,000 that were mailed
on January 10, 1990.

28. Tell Corp.’s 1989 income statement had pretax finan
cial income of $38,000 in its first year of operations. Tell
uses an accelerated cost recovery method on its tax return
and straight-line depreciation for financial reporting.

1989
1990
1991
1992
1993

$ (8,000)
(13,000)
(3,000)
10,000
14,000

35%
30%
30%
25%
25%

a.
b.
c.
d.

$6,000
$6,000
$4,800
$4,800

4.712
5.146

5.231
5.712

Container deposits at December 3 1 , 1988 from deliveries in:
1987
1988

$150,000
430,000

Deposits for containers delivered in 1989

$580,000
780,000

Deposits for containers returned in 1989
from deliveries in:

There are no other temporary differences. Tell elected early
application of FASB Statement No. 96, Accounting fo r
Income Taxes. In Tell’s December 3 1 , 1989 balance sheet,
the gross noncurrent deferred income tax liability and the
income taxes currently payable should be
Gross
noncurrent deferred
income tax liability

7
8

30. Marr Co. sells its products in reusable containers.
The customer is charged a deposit for each container
delivered and receives a refund for each container returned
within two years after the year of delivery. Marr accounts
for the containers not returned within the time limit as be
ing retired by sale at the deposit amount. Information for
1989 is as follows:

The differences between the book and tax deductions for
depreciation over the five-year life of the assets acquired
in 1989, and the enacted tax rates for 1989 to 1993 are
as follows:

Tax rates

Present value
o f annuity in
advance o f
1 at 11%

On Bart’s December 31, 1989 balance sheet, the note
payable to Fell was
a. $ 94,240
b. $102,920
c. $104,620
d. $114,240

In Kemp’s December 3 1 , 1989 balance sheet, the accounts
payable should be
a. $940,000
b. $950,000
c. $975,000
d. $990,000

Book over
(under) tax

Period

Present value
o f ordinary
annuity o f
1 at 11%

1987
1988
1989

Income taxes
currently payable
$ 7,500
$10,500
$ 9,000
$10,500

$ 90,000
250,000
286,000

626,000

In M arr’s December 3 1 , 1989 balance sheet, the liability
for deposits on returnable containers should be
a. $494,000
b. $584,000
c. $674,000
d. $734,000
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34. Huff Corp. began operations on January 1 , 1988. Huff
recognizes revenues from all sales under the accrual method
for financial reporting purposes and appropriately uses the
installment method for income tax purposes. H u ff's gross
margin on installment sales under each method was as
follows:

31. On December 31, 1989, Bain Corp. sold a machine
to Ryan and simultaneously leased it back for one year.
Pertinent information at this date follows:
Sales price
Carrying amount
Present value of reasonable lease rentals
($3,000 for 12 months @ 12%)
Estimated remaining useful life

$360,000
330,000

Year
1988
1989

34,100
12 years

In Bain’s December 3 1 , 1989 balance sheet, the deferred
revenue from the sale of this machine should be
a. $34,100
b. $30,000
c. $ 4,100
d. $0

•
•
•
•

Installment method
$300,000
700,000

Huff elected early application of FASB Statement No. 96,
Accounting fo r Income Taxes. Enacted income tax rates
are 30% for 1989 and 25% thereafter. There are no other
temporary differences. In H uffs December 31, 1989
balance sheet, the deferred income tax liability should be
a. $150,000
b. $180,000
c. $275,000
d. $330,000

32. Tara Corp. uses the equity method of accounting for
its 40% investment in Flax, Inc.’s common stock. During
1989, Flax reported earnings of $750,000 and paid
dividends of $250,000. Assume that:
•

Accrual method
$ 800,000
1,300,000

35. On January 1 , 1989, Day Corp. entered into a 10-year
lease agreement with Ward, Inc. for industrial equipment.
Annual lease payments of $10,000 are payable at the end
of each year. Day knows that the lessor expects a 10%
return on the lease. Day has a 12% incremental borrow
ing rate. The equipment is expected to have an estimated
useful life of 10 years. In addition, a third party has
guaranteed to pay Ward a residual value of $5,000 at the
end of the lease.

All the undistributed earnings of Flax will be distributed
as dividends in future periods.
The dividends received from Flax are eligible for the
80% dividends received deduction.
There are no other temporary differences.
Tara’s 1989 income tax rate is 30%.
Enacted income tax rates after 1989 are 25%.

The present value of an ordinary annuity of $1 at
Tara elected early application of FASB Statement No. 96,
Accounting fo r Income Taxes. In its December 31, 1989
balance sheet, the increase in the deferred income tax
liability from the above transactions would be
a. $10,000
b. $12,000
c. $15,000
d. $18,000

12% for 10 years is 5.6502
10% for 10 years is 6.1446
The present value of $1 at
12% for 10 years is .3220
10% for 10 years is .3855
In Day’s October 31, 1989 balance sheet, the principal
amount of the lease obligation was
a. $63,374
b. $61,446
c. $58,112
d. $56,502

33. On December 31, 1988, Ball Co. leased a machine
from Cook for a ten-year period expiring December 30,
1998. Annual payments of $100,000 are due on December
31. The first payment was made on December 31, 1988,
and the second payment was made on December 3 1 , 1989.
The present value at the inception of the lease for the ten
lease payments discounted at 10% was $676,000. The lease
is appropriately accounted for as a capital lease by Ball.
In its December 3 1 , 1989 balance sheet, Ball should report
a lease liability of
a. $643,600
b. $608,400
c. $533,600
d. $518,400

36. On July 1 , 1989, Howe Corp. issued 300 of its 10%,
$1,000 bonds at 99 plus accrued interest. The bonds are
dated April 1 , 1989 and mature on April 1 , 1999. Interest
is payable semiannually on April 1 and October 1. What
amount did Howe receive from the bond issuance?
a. $304,500
b. $300,000
c. $297,000
d. $289,500
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40. On January 1, 1984, Fox Corp. issued 1,000 of its
10%, $1,000 bonds for $1,040,000. These bonds were to
mature on January 1, 1994 but were callable at 101 any
time after December 3 1 , 1987. Interest was payable semi
annually on July 1 and January 1. On July 1, 1989, Fox
called all of the bonds and retired them. Bond premium
was amortized on a straight-line basis. Before income taxes,
Fox’s gain or loss in 1989 on this early extinguishment
of debt was
a. $30,000 gain.
b. $12,000 gain.
c. $10,000 loss.
d. $ 8,000 gain.

37. During 1989, Eddy Corp. incurred the following costs
in connection with the issuance of bonds:

Printing and engraving
Legal fees
Fees paid to independent accountants
for registration information
Commissions paid to underwriter

$ 30,000
160,000
20,000
300,000

What amount should be recorded as a deferred charge to
be amortized over the term of the bonds?
a. $510,000
b. $480,000
c. $300,000
d. $210,000

Number 3 (Estimated tim e ----- 45 to 55 minutes)
41. In 1989, Lobo Corp. reported for financial statement
purposes the following revenue and expenses which were
not included in taxable income:
Premiums on officers’ life insurance
under which the corporation is the
beneficiary
Interest revenue on qualified state or
municipal bonds
Estimated future warranty costs
to be paid in 1990 and 1991

38. On January 1 , 1989, Kay Inc. issued its 10% bonds
in the face amount of $400,000, which mature on January 1,
1999. The bonds were issued for $354,000 to yield 12%,
resulting in a bond discount of $46,000. Kay uses the
interest method of amortizing bond discount. Interest is
payable semiannually on July 1 and January 1. At June 30,
1989, Kay’s unamortized bond discount would be
a. $46,000
b. $44,760
c. $43,700
d. $42,000

10,000
60,000

Lobo’s enacted tax rate for the current and future years
is 30%. Lobo has paid income taxes in the amount of
$170,000 for the three-year period ended December 31,
1989. There were no temporary differences in prior years.
Lobo elected early application of FASB Statement No. 96,
Accounting fo r Income Taxes. The deferred tax benefit to
be applied against current income tax expense is
a. $18,000
b. $19,500
c. $21,000
d. $22,500

39. For the year ended March 31, 1990, Dunn Corp.’s
pretax financial statement income was $700,000, and its
taxable income was $600,000. The difference is due to the
following:

Interest on municipal bonds
Lower depreciation for financial statement
Total

$ 5,000

42. On June 30, 1989, Hamm Corp. had outstanding
$2,000,000 face amount of 8% convertible bonds matur
ing on June 30, 1994. Interest is payable on June 30 and
December 31. Each $1,000 bond is convertible into 40
shares of Hamm’s $20 par common stock. After amor
tization through June 30, 1989, the unamortized balance
in the premium on bonds payable account was $50,000.
On June 30, 1989, all of the bonds were converted when
Hamm’s common stock had a market price of $30 per share.
Under the book value method, what amount should Hamm
credit to additional paid-in capital in recording the
conversion?
a. $350,000
b. $400,000
c. $450,000
d. $800,000

$ 30,000
70,000
$100,000

Dunn elected early application of FASB Statement No. 96,
Accounting fo r Income Taxes. Dunn’s enacted income tax
rate is 30%. What is Dunn’s current portion of income
tax expense for the year ended March 31, 1990?
a. $210,000
b. $189,000
c. $180,000
d. $159,000
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47. Simpson Co. received dividends from its common
stock investments during the year ended December 3 1 , 1989
as follows:

43. Adam Co. reported sales revenue of $2,300,000 in
its income statement for the year ended December 3 1 , 1989.
Additional information was as follows:

Accounts receivable
Allowance for uncollect
ible accounts

12/31/88
$500,000
(30,000)

12/31/89
$650,000

•

(55,000)

•

Uncollectible accounts totaling $10,000 were written off
during 1989. Under the cash basis of accounting, Adam
would have reported 1989 sales of
a. $2,140,000
b. $2,150,000
c. $2,175,000
d. $2,450,000

•

A cash dividend of $8,000 from Wren Corp., in which
Simpson owns a 2% interest.
A cash dividend of $45,000 from Brill Corp., in which
Simpson owns a 30% interest. This investment is
appropriately accounted for using the equity method.
A stock dividend of 500 shares from Paul Corp. was
received on December 15, 1989, when the quoted
market value of Paul’s shares was $10 per share.
Simpson owns less than 1% of Paul’s common stock.

In Simpson’s 1989 income statement, dividend revenue
should be
a. $58,000
b. $53,000
c. $13,000
d. $ 8,000

44. On October 20, 1989, Grimm Co. consigned 40
freezers to Holden Co. for sale at $1,000 each and paid
$800 in transportation costs. On December 30, 1989,
Holden reported the sale of 10 freezers and remitted $8,500.
The remittance was net of the agreed 15% commission.
What amount should Grimm recognize as consignment sales
revenue for 1989?
a. $ 7,700
b. $ 8,500
c. $ 9,800
d. $10,000

48. Rapp Co. leased a new machine to Lake Co. on
January 1, 1989. The lease expires on January 1, 1994.
The annual rental is $90,000. Additionally, on January 1,
1989, Lake paid $50,000 to Rapp as a lease bonus and
$25,000 as a security deposit to be refunded upon expiration
of the lease. In Rapp’s 1989 income statement, the amount
of rental revenue should be
a. $140,000
b. $125,000
c. $100,000
d. $ 90,000

45. On December 3 1 , 1988, Mill Co. sold construction
equipment to Drew, Inc. for $1,800,000. The equipment
had a carrying amount of $1,200,000. Drew paid $300,000
cash on December 3 1 , 1988 and signed a $1,500,000 note
bearing interest at 10%, payable in five annual installments
of $300,000. Mill appropriately accounts for the sale under
the installment method. On December 3 1 , 1989, Drew paid
$300,000 principal and $150,000 interest. For the year
ended December 3 1 , 1989, what total amount of revenue
should Mill recognize from the construction equipment sale
and financing?
a. $250,000
b. $150,000
c. $120,000
d. $100,000

49. The following information was taken from Cody Co. ’s
accounting records for the year ended December 3 1 , 1989:
Decrease in raw materials inventory
Increase in finished goods inventory
Raw materials purchased
Direct labor payroll
Factory overhead
Freight-out

46. On July 1, 1989, Pell Co. purchased Green Corp.
ten-year, 8% bonds with a face amount of $500,000 for
$420,000. The bonds mature on June 30, 1997 and pay
interest semiannually on June 30 and December 31. Using
the interest method, Pell recorded bond discount amor
tization of $1,800 for the six months ended December 31,
1989. From this long-term investment, Pell should report
1989 revenue of
a. $16,800
b. $18,200
c. $20,000
d. $21,800

$ 15,000
35,000
430,000
200,000
300,000
45,000

There was no work-in-process inventory at the beginning
or end of the year. Cody’s 1989 cost o f goods sold is
a. $895,000
b. $910,000
c. $950,000
d. $955,000
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53.

Testing in search for process alternatives
$280,000
Routine design of tools, jigs, molds and dies 250,000
Modification of the formulation of a process 410,000
Research and development services per
formed by Acme Corp. for Vest
325,000

Items 50 and 51 are based on the following:
On January 2, 1989, Dix Machine Shops, Inc. signed a
ten-year noncancellable lease for a heavy duty drill press.
The lease stipulated annual payments of $30,000 starting
at the end of the first year, with title passing to Dix at the
expiration of the lease. Dix treated this transaction as a
capital lease. The drill press has an estimated useful life
of 15 years, with no salvage value. Dix uses straight-line
depreciation for all of its fixed assets. Aggregate lease
payments were determined to have a present value of
$180,000, based on implicit interest of 10%.

In Vest’s 1989 income statement, research and develop
ment expense should be
a. $ 410,000
b. $ 735,000
c. $1,015,000
d. $1,265,000

50. In its 1989 income statement, what amount of interest
expense should Dix report from this lease transaction?
a. $0
b. $12,000
c. $15,000
d. $18,000

54. For the year ended December 31, 1989, Beal Co.
estimated its allowance for uncollectible accounts using
the year-end aging of accounts receivable. The following
data are available:
Allowance for uncollectible accounts, 1/1/89 $42,000
Provision for uncollectible accounts during
1989 (2% on credit sales of $2,000,000)
40,000
Uncollectible accounts written off, 11/30/89
46,000
Estimated uncollectible accounts per aging,
12/31/89
52,000

51. In its 1989 income statement, what amount of
depreciation expense should Dix report from this lease
transaction?
a. $30,000
b. $20,000
c. $18,000
d. $12,000

After year-end adjustment, the uncollectible accounts
expense for 1989 should be
a. $46,000
b. $48,000
c. $52,000
d. $56,000

52. Fay Corp. had a realized foreign exchange loss of
$15,000 for the year ended December 31, 1989 and must
also determine whether the following items will require
year-end adjustment:
•

•

During 1989, Vest Co. incurred the following costs:

Fay had an $8,000 loss resulting from the translation
of the accounts of its wholly owned foreign subsidiary
for the year ended December 31, 1989.
Fay had an account payable to an unrelated foreign
supplier payable in the supplier’s local currency. The
U.S. dollar equivalent of the payable was $64,000 on
the October 3 1 , 1989 invoice date, and it was $60,000
on December 31, 1989. The invoice is payable on
January 30, 1990.

55. On January 2 , 1989, Morey Corp. granted Dean, its
president, 20,000 stock appreciation rights for past services.
Those rights are exercisable immediately and expire on
January 1, 1992. On exercise, Dean is entitled to receive
cash for the excess of the stock’s market price on the exer
cise date over the market price on the grant date. Dean
did not exercise any of the rights during 1989. The market
price of Morey’s stock was $30 on January 2, 1989 and
$45 on December 31, 1989. As a result of the stock
appreciation rights, Morey should recognize compensa
tion expense for 1989 of
a. $0
b. $100,000
c. $300,000
d. $600,000

In Fay’s 1989 consolidated income statement, what amount
should be included as foreign exchange loss?
a. $11,000
b. $15,000
c. $19,000
d. $23,000
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60. On November 25, 1989, an explosion occurred at
a Rex Co. plant causing extensive property damage to area
buildings. By March 10, 1990, claims had been asserted
against Rex. Rex’s management and counsel concluded
that it is probable Rex will be responsible for damages,
and that $3,500,000 would be a reasonable estimate of its
liability. Rex’s $10,000,000 comprehensive public liability
policy has a $500,000 deductible clause. Rex’s December
3 1 , 1989 financial statements, issued on March 2 5 , 1990,
should report this item as
a . A footnote disclosure indicating the probable loss
of $3,500,000.
b. An accrued liability of $3,500,000.
c. An accrued liability of $500,000.
d . A footnote disclosure indicating the probable loss
of $500,000.

56. On January 1, 1989, Park Co. signed a 10-year
operating lease for office space at $96,000 per year. The
lease included a provision for additional rent of 5% of annual
company sales in excess of $500,000. Park’s sales for the
year ended December 31, 1989 were $600,000. Upon
execution of the lease, Park paid $24,000 as a bonus for
the lease. Park’s rent expense for the year ended
December 31, 1989 is
a. $ 98,400
b. $101,000
c. $103,400
d. $125,000

57. During 1988, Wall Co. purchased 2,000 shares of
Hemp Corp. common stock for $31,500 as a short-term
investment. The market value of this investment was
$29,500 at December 3 1 , 1988. Wall sold all of the Hemp
common stock for $14 per share on December 15, 1989,
incurring $1,400 in brokerage commissions and taxes. On
the sale, Wall should report a realized loss of
a. $4,900
b. $3,500
c. $2,900
d. $1,500

58. Witt Co. incurred the following infrequent losses
during 1989:
•
•
•

$175,000 from a major strike by employees.
$150,000 from an early extinguishment of debt.
$125,000 from the abandonment of equipment used
in the business.

In Witt’s 1989 income statement, the total amount of
infrequent losses not considered extraordinary should be
a. $275,000
b. $300,000
c. $325,000
d. $450,000

Question Num ber 4 begins on page 12

59. During 1989, Tedd Co. became involved in a tax
dispute with the IRS. At December 31, 1989, Tedd’s tax
advisor believed that an unfavorable outcome was probable.
A reasonable estimate of additional taxes was $400,000
but could be as much as $600,000. After the 1989 finan
cial statements were issued, Tedd received and accepted
an IRS settlement offer of $450,000. What amount of
accrued liability should Tedd have reported in its
December 31, 1989 balance sheet?
a. $400,000
b. $450,000
c. $500,000
d. $600,000
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Additional information follows:

Num ber 4 (Estimated tim e ----- 45 to 55 minutes)

•

Cain Corp. acquired all of the outstanding $10 par value
voting common stock of Frey, Inc. on January 1, 1989
in exchange for 25,000 shares of its $10 par value voting
common stock. On December 31, 1988, Cain’s common
stock had a closing market price of $30 per share on a
national stock exchange. The acquisition was appropriately
accounted for as a purchase. Both companies continued
to operate as separate business entities maintaining separate
accounting records with years ending December 31.
On December 3 1 , 1989, the companies had condensed
financial statements as follows:
Cain Corp.
Dr. (Cr.)

•

•

Frey, Inc.
Dr. (Cr.)

Income Statement
Net sales
$(3,800,000) $(1,500,000)
Dividends from Frey
(40,000)
Gain on sale of warehouse
(30,000)
Cost of goods sold
2,360,000
870,000
Operating expenses (including
depreciation)
1,100,000
440,000
Net income
$ (410,000) $ (190,000)

•

Retained Earnings Statement
Balance, 1/1/89
$ (440,000) $ (156,000)
Net income
(410,000)
(190,000)
Dividends paid
40,000
Balance, 12/31/89
$ (850,000) $ (306,000)

There were no changes in the common stock and
additional paid-in capital accounts during 1989 except
the one necessitated by Cain’s acquisition of Frey.
At the acquisition date, the fair value of Frey’s
machinery exceeded its book value by $54,000. The
excess cost will be amortized over the estimated average
remaining life of six years. The fair values of all of
Frey’s other assets and liabilities were equal to their
book values. Any goodwill resulting from the
acquisition will be amortized over a 20-year period.
On July 1 , 1989, Cain sold a warehouse facility to Frey
for $129,000 cash. At the date of sale, Cain’s book
values were $33,000 for the land and $66,000 for the
undepreciated cost of the building. Based on a real
estate appraisal, Frey allocated $43,000 of the pur
chase price to land and $86,000 to building. Frey is
depreciating the building over its estimated five-year
remaining useful life by the straight-line method with
no salvage value.
During 1989, Cain purchased merchandise from Frey
at an aggregate invoice price of $180,000, which
included a 100% markup on Frey’s cost. At
December 3 1 , 1989, Cain owed Frey $86,000 on these
purchases, and $36,000 of this merchandise remained
in Cain’s inventory.

Required:

Detach the tear-out worksheet on page 13.

Complete the tear-out worksheet that would be used to
prepare a consolidated income statement and a consolidated
retained earnings statem ent for the year ended
December 31, 1989, and a consolidated balance sheet as
of December 31, 1989. Formal consolidated statements
and adjusting entries are not required. Ignore income tax
considerations. Supporting computations should be in good
form. Include the completed tear-out worksheet in the
proper sequence and include it with the other answer sheets.

Balance Sheet
Assets:
Cash
$ 570,000 $ 150,000
Accounts receivable (net)
860,000
350,000
Inventories
1,060,000
410,000
Land, plant and
equipment
1,320,000
680,000
Accumulated depreciation
(370,000)
(210,000)
Investment in Frey (at
cost)
750,000
Total Assets
$ 4,190,000 $ 1,380,000
Liabilities & Stockholders’
Equity:
Accounts payable &
accrued expenses
$(1,340,000) $ (594,000)
Common stock ($10 par) (1,700,000)
(400,000)
Additional paid-in capital
(300,000)
(80,000)
Retained earnings
(850,000)
(306,000)
Total Liabilities &
Stockholders’ Equity $(4,190,000) $(1,380,000)
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C andidate’s No._____
State________________
Question No. 4 Page

N um ber 4 (Tear-out Worksheet)
M ay 1990

Cain Corp. and Subsidiary
CONSOLIDATING STATEMENT W ORKSHEET
December 31, 1989
Income Statement
Net sales

Cain Corp.
Dr. (Cr.)

Frey, Inc.
Dr. (Cr.)

(3,800,000)

(1,500,000)

Dividends from Frey

(40,000)

Gain on sale of warehouse

(30,000)

Cost of goods sold

2,360,000

870,000

Operating expenses (including depreciation)

1,100,000

440,000

(410,000)

(190,000)

Balance, 1/1/89

(440,000)

(156,000)

Net income

(410,000)

(190,000)

Net income
Retained Earnings Statement

40,000

Dividends paid
(850,000)

(306,000)

Cash

570,000

150,000

Accounts receivable (net)

860,000

350,000

Inventories

1,060,000

410,000

Land, plant and equipment

1,320,000

680,000

Balance, 12/31/89
Balance Sheet
Assets:

Accumulated depreciation
Investment in Frey (at cost)
Total Assets

(370,000)

(210,000)

750,000
4,190,000

1,380,000

Liabilities & Stockholders’ Equity:
Accounts payable & accrued expenses

(1,340,000)

(594,000)

Common stock ($10 par)

(1,700,000)

(400,000)

Additional paid-in capital

(300,000)

(80,000)

Retained earnings

(850,000)

(306,000)

(4,190,000)

(1,380,000)

Total Liabilities &
Stockholders’ Equity

13

Adjustments & Eliminations
Dr.
Cr.

Adjusted
Balance

Examination Questions — May 1990
•

Num ber 5 (Estimated tim e ----- 40 to 50 minutes)
Mart, Inc., is a public company whose shares are traded
in the over-the-counter market. At December 31, 1988,
Mart had 6,000,000 authorized shares of $5 par value
common stock, of which 2,000,000 shares were issued and
outstanding. The stockholders’ equity accounts at
December 31, 1988 had the following balances:
Common stock
Additional paid-in capital
Retained earnings

•

•
•

$10,000,000
7,500,000
3,250,000

•
Transactions during 1989 and other information
relating to the stockholders’ equity accounts were as
follows:
•

•

•

On January 5, 1989, Mart issued at $54 per share,
100,000 shares of $50 par value, 9% cumulative, con
vertible preferred stock. Each share of preferred stock
is convertible, at the option of the holder, into two
shares of common stock. Mart had 250,000 authorized
shares of preferred stock. The preferred stock has a
liquidation value of $55 per share.
On February 1 , 1989, Mart reacquired 20,000 shares
of its common stock for $16 per share. Mart uses the
cost method to account for treasury stock.
On March 15, 1989, Mart paid $200,000 for 10,000
shares of common stock of Lew, Inc., a public company
whose stock is traded on a national stock exchange.
This stock was acquired for long-term investment pur
poses and had a fair market value of $15 per share
on December 3 1 , 1989. This decline in market value
was not considered permanent.

•

On April 3 0 , 1989, Mart had completed an additional
public offering of 500,000 shares of its $5 par value
common stock. The stock was sold to the public at
$12 per share, net of offering costs.
On June 17, 1989, Mart declared a cash dividend of
$1 per share of common stock, payable on July 10,
1989 to stockholders of record on July 1, 1989.
On November 6, 1989, Mart sold 10,000 shares of
treasury stock for $21 per share.
On December 7 , 1989, Mart declared the yearly cash
dividend on preferred stock, payable on January 7 ,
1990 to stockholders of record on December 3 1 , 1989.
On January 17, 1990, before the books were closed
for 1989, Mart became aware that the ending
inventories at December 3 1 , 1988 were overstated by
$200,000. The after-tax effect on 1988 net income was
$140,000. The appropriate correction entry was
recorded the same day.
After correction of the beginning inventories, net
income for 1989 was $2,250,000.

Required:
a. Prepare a statement of retained earnings for the
year ended December 31, 1989. Assume that only single
period financial statements for 1989 are presented.
b. Prepare the stockholders’ equity section of Mart’s
balance sheet at December 31, 1989.
c. Compute the book value per share of common
stock at December 31, 1989.
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May 3, 1990; 1:30 P.M. to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Point
Value

All questions are required:
No.
No.
No.
No.
No.

Estimated Minutes
Minimum
Maximum

..................................
..................................
..................................
..................................
..................................

10
10
10
10
10

45
45
45
45
40

55
55
55
55
50
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50

220

270

1
2
3
4
5
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.............................................................
.............................................................
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1.

2.

3.

result in loss of grading points because it may be
impossible to determine how your amounts were
computed.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance, if
12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.
Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are com puter-graded, your
comments and calculations associated with them are
not considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up. The objective portion of your
examination will not be graded if you fail to record
your answers on the objective answer sheet.
Support all problem-type answers with properly
labeled and legible calculations that can be identi
fied as sources of amounts in formal schedules,
entries, worksheets, or other answers, to show how
your final answer was derived. Computation sheets
should identify the question to which they relate,
be placed immediately following the answer to that
question, and be numbered in sequence with the other
pages. Failure to enclose supporting calculations may

4.

A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test the
candidate’s knowledge and application of the subject
matter, the ability to organize and present such
knowledge in acceptable written language may be
considered by the examiners.

5.

Write your 7-digit candidate number in the space pro
vided at the upper right hand comer of this page.

6.

You must hand in your examination booklet and
answer papers before leaving the examination room.
Your examination will not be graded unless your
examination booklet and answer papers are handed in.

7.

If you want your examination booklet mailed to you,
write your name and address in the space provided
on the back cover page and place 45 cents postage in
the space provided, unless otherwise instructed.
Examination booklets will be distributed no sooner
than the day following the administration of this
examination.

Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.
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3. What journal entry is required for $150,000 in the
general long-term debt account group at inception of the
lease if the lease payments are to be financed with general
government resources?

Instructions
Questions Number 1,2 , and 3 each consist of 20 multi
ple choice items. Select the best answer for each of the
items. Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet
to indicate your answer. Mark only one answer for each
item . Answer all item s. Your grade will be based on the
total number of correct answers.

Debit
Expenditures control.

Credit
Other financing
sources control.

b.

Other financing
uses control.

Expenditures control.

Number 1 (Estimated tim e ----- 45 to 55 minutes)

c.

Capital lease
payable.

Select the best answer for each of the following items
relating to a variety of not-for-profit and governmental
accounting problems.

Amount to be
provided for
lease payments.

d.

Capital lease
payable.

Amount to be
provided for
lease payments.

a.

Items 1 through 6 are based on the following:
Rock County has acquired equipment through a
noncancelable lease-purchase agreem ent dated
December 31,1989. This agreement requires no down pay
ment and the following minimum lease payments:
December 31
1990
1991
1992

Principal
$50,000
50,000
50,000

Interest
$15,000
10,000
5,000

4. If the lease payments are required to be made from
a debt service fund, what account or accounts should be
debited in the debt service fund for the December 3 1 , 1990
lease payment of $65,000?
a. Expenditures control
$65,000

Total
$65,000
60,000
55,000

1. What account should be debited for $150,000 in the
general fund at inception of the lease if the equipment is
a general fixed asset and Rock does not use a capital pro
jects fund?
a. Other financing uses control.
b. Equipment.
c. Expenditures control.
d. Memorandum entry only.

b.

Other financing sourcescontrol
Expenditures control

$50,000
15,000

c.

Amount to be provided for lease
payments
Expenditures control

$50,000
15,000

d.

Expenditures control
Amount to be provided for lease
payments

$50,000
15,000

5. If the equipment is used in enterprise fund operations
and the lease payments are to be financed with enterprise
fund revenues, what account should be debited for $150,000
in the enterprise fund at inception of the lease?
a. Expenses control.
b. Expenditures control.
c. Other financing sources control.
d. Equipment.

2. What account should be credited for $150,000 in the
general fixed assets account group at inception of the lease
if the equipment is a general fixed asset?
a. Fund balance from capital lease transactions.
b . Other financing sources control — capital leases.
c. Expenditures control — capital leases.
d. Investment in general fixed assets — capital
leases.
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10. Grove Township issued $50,000 of bond anticipa
tion notes at face amount in 1989 and placed the proceeds
into its capital projects fund. All legal steps were taken
to refinance the notes, but Grove was unable to consum
mate refinancing. In the capital projects fund, what ac
count should be credited to record the $50,000 proceeds?
a. Other financing sources control.
b. Revenues control.
c. Deferred revenues.
d. Bond anticipation notes payable.

6. If the equipment is used in internal service fund opera
tions and the lease payments are financed with internal ser
vice fund revenues, what account or accounts should be
debited in the internal service fund for the December 31,
1990 lease payment of $65,000?
a. Expenditures control
$65,000
b. Expenses control

$65,000

c. Capital lease payable
Expenses control

$50,000
15,000

d. Expenditures control
Expenses control

$50,000
15,000

11. In July 1988, Ross donated $200,000 cash to a church
with the stipulation that the revenue generated from this
gift be paid to Ross during Ross’ lifetime. The conditions
of this donation are that, after Ross dies, the principal may
be used by the church for any purpose voted on by the church
elders. The church received interest of $16,000 on the
$200,000 for the year ended June 30, 1989, and the in
terest was remitted to Ross. In the church’s June 3 0 , 1989
annual financial statements
a. $200,000 should be reported as deferred sup
port in the balance sheet.
b . $184,000 should be reported under support and
revenue in the activity statement.
c. $16,000 should be reported under support and
revenue in the activity statement.
d. The gift and its terms should be disclosed only
in notes to the financial statements.

Items 7 through 9 are based on the following:
Elm City contributes to and administers a single-employer
defined benefit pension plan on behalf of its covered
employees. The plan is accounted for in a pension trust
fund. Actuarially determined employer contribution
requirements and contributions actually made for the past
three years, along with the percentage of annual covered
payroll, were as follows:

1989
1988
1987

Contribution made
Amount Percent
26
$11,000
12
5,000
None
None

Actuarial requirement
Percent
Amount
26
$11,000
24
10,000
20
8,000

7. What account should be credited in the pension trust
fund to record the 1989 employer contribution of $11,000?
a. Revenues control.
b. Other financing sources control.
c. Due from special revenue fund.
d. Pension benefit obligation.

12. Birdlovers, a community foundation, incurred $5,000
in management and general expenses during 1989. In
Birdlovers’ statement of revenue, expense, and changes
in fund balance for the year ended December 31, 1989,
the $5,000 should be reported as
a . A contra account offsetting revenue and support.
b. Part of program services.
c. Part of supporting services.
d. A direct reduction of fund balance.

8. To record the 1989 pension contribution of $11,000,
what debit is required in the governmental-type fund used
in connection with employer pension contributions?
a. Other financing uses control.
b. Expenditures control.
c. Expenses control.
d. Due to pension trust fund.

13. Lema Fund, a voluntary welfare organization funded
by contributions from the general public, received
unrestricted pledges of $200,000 during 1989. It was
estimated that 10% of these pledges would be uncollectible.
By the end of 1989, $130,000 of the pledges had been
collected. It was expected that $50,000 more would be col
lected in 1990 and that the balance of $20,000 would be
written off as uncollectible. What amount should Lema
include under public support in 1989 for net contributions?
a. $200,000
b. $180,000
c. $150,000
d. $130,000

9. In the notes to Elm’s 1989 financial statements,
employer contributions expressed as percentages of annual
covered payroll should be shown to the extent available
for a minimum of
a.
1 year.
b. 2 years.
c. 3 years.
d. 12 years.
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Items 14 through 16 are based on the following:

Items 17 through 20 are based on the following:

In 1979, Community Helpers, a voluntary health and
welfare organization, received a bequest of a $100,000 cer
tificate of deposit maturing in 1989. The testator’s only
stipulations were that this certificate be held until maturity
and that the interest revenue be used to finance salaries
for a preschool program. Interest revenue for 1989 was
$8,000. When the certificate was redeemed, the board of
trustees adopted a formal resolution designating $20,000
of the proceeds for the future purchase of equipment for
the preschool program.

Metro General is a municipally-owned and operated hospital
and a component unit of Metro City. In 1989, the hospital
received $7,000 in unrestricted gifts and $4,000 in
unrestricted bequests. The hospital has $800,000 in long
term debt and $1,200,000 in fixed assets.
The hospital has transferred certain resources to a
hospital guild. Substantially all of the guild’s resources
are held for the benefit of the hospital. The hospital con
trols the guild through contracts that provide it with the
authority to direct the guild’s activities, management, and
policies. The hospital has also assigned certain of its func
tions to a hospital auxiliary, which operates primarily for
the benefit of the hospital. The hospital does not have con
trol over the auxiliary. The financial statements of the guild
and the auxiliary are not consolidated with the hospital’s
financial statements. The guild and the auxiliary have total
assets of $20,000 and $30,000, respectively.
Before the hospital’s financial statements were com
bined with those of the city, the city’s statements included
data on one special revenue fund and one enterprise fund.
The city’s statements showed $100,000 in enterprise fund
long-term debt, $500,000 in enterprise fund fixed assets,
$1,000,000 in general long-term debt, and $6,000,000 in
general fixed assets.

14. In regard to the certificate of deposit, what should
be reported in the endowment fund column of the 1989
statement of support, revenue, and expenses and changes
in fund balances?
a. Legacies and bequests, $100,000.
b. Direct reduction in fund balance for transfer to
current unrestricted fund, $100,000.
c . Transfer to land, building, and equipment fund,
$ 20, 000.
d. Revenues control, $100,000.

15. What should be reported in the current unrestricted
funds column of the 1989 statement of support, revenue,
and expenses and changes in fund balances?
a. Investment income, $8,000.
b. Direct reduction of fund balance for transfer to
land, building, and equipment fund, $20,000.
c . Direct addition to fund balance for transfer from
endowment fund, $100,000.
d. Public support, $108,000.

17. What account or accounts should be credited for the
$7,000 of unrestricted gifts and the $4,000 of unrestricted
bequests?
$11,000
a. Operating revenue

16. What should be reported in the 1989 year-end cur
rent unrestricted funds balance sheet?
a . Fund balance designated for preschool program,
$28,000;
Undesignated fund balance, $80,000.
b . Fund balance designated for purchase of equip
ment, $20,000;
Undesignated fund balance, $80,000.
c . Fund balance designated for preschool program
salaries, $8,000;
Undesignated fund balance, $80,000.
d. Undesignated fund balance, $72,000.

b. Nonoperating revenue

$11,000

c. Operating revenue
Nonoperating revenue

$7,000
4,000

d. Nonoperating revenue
Operating revenue

$7,000
4,000

18. The hospital’s long-term debt should be reported in
the city’s combined balance sheet as
a. Part of $900,000 enterprise fund type long-term
debt in the enterprise fund type column.
b . An $800,000 contra amount against fixed assets.
c. Part of the $1,800,000 general long-term debt
account group.
d. A separate ‘‘discrete presentation” of $800,000
in the hospital column.
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19. In the hospital’s notes to financial statements, total
assets of hospital-related organizations required to be
disclosed amount to
a. $0
b. $20,000
c. $30,000
d. $50,000

Items 22 and 23 are based on the following:
The personal service partnership of Allen, Baker &
Carr had the following cash basis balance sheet at
December 31, 1989:
Assets

20. The hospital’s fixed assets should be reported in the
city’s combined balance sheet as
a. Hospital fixed assets of $1,200,000 in a separate
“ discrete presentation’’ hospital column.
b. Special revenue fund type fixed assets of
$1,200,000 in the general fixed assets account
group column.
c. Part of $1,700,000 enterprise fund type fixed
assets in the enterprise fund type column.
d. Part of $7,200,000 general fixed assets in the
general fixed assets account group.

Cash
Unrealized accounts receivable
Totals

Adjusted
basis
per books
$102,000
—

$102,000

Market
value
$102,000
420,000
$522,000

Liability and Capital
Note payable
Capital accounts:
Allen
Baker
Carr
Totals

Number 2 (Estimated tim e ----- 45 to 55 minutes)
Select the best answer for each of the following items
relating to the federal taxation of corporations, part
nerships, and exempt organizations. The answers should
be based on the Internal Revenue Code and Tax Regula
tions in effect for the tax period specified in the item .
If no tax period is specified, use the current Internal
Revenue Code and Tax Regulations.

$ 60,000

$ 60,000

14,000
14,000
14,000
$102,000

154,000
154,000
154,000
$522,000

Carr, an equal partner, sold his partnership interest to Dole,
an outsider, for $154,000 cash on January 1, 1990. In
addition, Dole assumed Carr’s share of the partnership’s
liability.

21. Partnership Abel, Benz, Clark & Day is in the real
estate and insurance business. Abel owns a 40% interest
in the capital and profits of the partnership, while Benz,
Clark, and Day each owns a 20% interest. All use a calendar
year. At November 1, 1989, the real estate and insurance
business is separated, and two partnerships are formed:
Partnership Abel & Benz takes over the real estate business,
and Partnership Clark & Day takes over the insurance
business. Which one of the following statements is cor
rect for tax purposes?
a. Partnership Abel & Benz is considered to be a
continuation of Partnership Abel, Benz, Clark
& Day.
b. In forming Partnership Clark & Day, partners
Clark and Day are subject to a penalty surtax
if they contribute their entire distributions from
Partnership Abel, Benz, Clark & Day.
c. Before separating the two businesses into two
distinct entities, the partners must obtain approval
from the IRS.
d. Before separating the two businesses into two
distinct entities, Partnership Abel, Benz, Clark
& Day must file a formal dissolution with the
IRS on the prescribed form.

22. What was the total amount realized by Carr on the
sale of his partnership interest?
a. $174,000
b. $154,000
c. $140,000
d. $134,000

23. What amount of ordinary income should Carr report
in his 1990 income tax return on the sale of his partnership
interest?
a. $0
b. $ 20,000
c. $ 34,000
d. $140,000
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24. Dale’s distributive share of income from the calendaryear partnership of Dale & Eck was $50,000 in 1989. On
December 15, 1989, Dale, who is a cash-basis taxpayer,
received a $27,000 distribution of the partnership’s 1989
income, with the $23,000 balance paid to Dale in May 1990.
In addition, Dale received a $10,000 interest-free loan from
the partnership in 1989. This $10,000 is to be offset against
Dale’s share of 1990 partnership income. What total amount
of partnership income is taxable to Dale in 1989?
a. $27,000
b. $37,000
c. $50,000
d. $60,000

Items 29 through 34 are based on the following:
John Budd is the sole stockholder of Ral Corp., an accrual
basis taxpayer engaged in wholesaling operations. Ral’s
retained earnings at January 1, 1989 amounted to
$1,000,000. For the year ended December 3 1 , 1989, Ral’s
book income, before federal income tax, was $300,000.
Included in the computation of this $300,000 were the
following:
Dividends received on 500 shares of stock
of a taxable domestic corporation that had
1,000,000 shares of stock outstanding (Ral
had no portfolio indebtedness)
Loss on sale of investment in stock of
unaffiliated corporation (this stock
had been held for two years; Ral had
no other capital gains or losses)
Keyman insurance premiums paid on
Budd’s life (Ral is the beneficiary
of this policy)
Group term insurance premiums paid on
$10,000 life insurance policies for
each of Ral’s four employees (the
employees’ spouses are the beneficiaries)
Amortization of cost of acquiring a
perpetual dealer’s franchise (Ral paid
$48,000 for this franchise on July 1,
1989, and is amortizing it over a 48month period)
Contribution to a recognized, qualified
charity (this contribution was authorized
by Ral’s board of directors in December
1989, to be paid on January 31, 1990)

25. Which one of the following statements regarding a
partnership’s tax year is correct?
a. A partnership formed on July 1 is required to
adopt a tax year ending on June 30.
b . A partnership may elect to have a tax year other
than the generally required tax year if the deferral
period for the tax year elected does not exceed
three months.
c. A “ valid business purpose’’ can no longer be
claimed as a reason for adoption of a tax year
other than the generally required tax year.
d . Within 30 days after a partnership has established
a tax year, a form must be filed with the IRS as
notification of the tax year adopted.
26. Hart’s adjusted basis of his interest in a partnership
was $30,000. He received a nonliquidating distribution of
$24,000 cash plus a parcel of land with a fair market value
and partnership basis of $9,000. Hart’s basis for the land is
a. $9,000
b. $6,000
c. $3,000
d. $0

$ 1,000

(5,000)

3,000

4,000

6,000

75,000

On December 1, 1989, Ral received advance rental of
$27,000 from a tenant for a three-year lease commencing
January 1, 1990 to cover rents for the years 1990, 1991,
and 1992. In conformity with GAAP, Ral did not include
any part of this rental in its income statement for the year
ended December 31, 1989.

27. Which one of the following will render a corpora
tion ineligible for S corporation status?
a. One of the stockholders is a decedent’s estate.
b. One of the stockholders is a bankruptcy estate.
c. The corporation has both voting and nonvoting
common stock issued and outstanding.
d. The corporation has 50 stockholders.

29. What portion of the dividend revenue should be
included in Ral’s 1989 taxable income?
a. $150
b. $200
c. $300
d. $900

28. Krol Corp. distributed marketable securities in
redemption of its stock in a complete liquidation. On the
date of distribution, these securities had a basis of $100,000
and a fair market value of $150,000. What gain does Krol
have as a result of the distribution?
a. $0.
b. $50,000 capital gain.
c. $50,000 Section 1231 gain.
d. $50,000 ordinary gain.

30. In computing taxable income for 1989, Ral should
deduct a capital loss of
a. $0
b. $2,500
c. $3,000
d. $5,000
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36. In the consolidated income tax return of a corpora
tion and its wholly-owned subsidiary, what percentage of
cash dividends paid by the subsidiary to the parent is
tax-free?
a.
0%.
b. 70%.
c. 80%.
d. 100%.

31. What amount should Ral include in its 1989 taxable
income for rent revenue?
a. $0
b. $ 750
c. $ 9,000
d. $27,000

32. What amount should Ral deduct for keyman and group
life insurance premiums in computing taxable income for
1989?
a. $0
b. $3,000
c. $4,000
d. $7,000

37. If a corporation’s tentative minimum tax exceeds the
regular tax, the excess amount is
a. Subtracted from the regular tax.
b. Payable in addition to the regular tax.
c . Carried back to the third preceding taxable year.
d . Carried back to the first preceding taxable year.

38. An incorporated exempt organization subject to tax
on its 1989 unrelated business income
a . Must make estimated tax payments if its tax can
reasonably be expected to be $100 or more.
b. Must comply with the Code provisions regard
ing installment payments of estimated income
tax by corporations.
c. Must pay at least 70% of the tax due as shown
on the return when filed, with the balance of tax
payable in the following quarter.
d. May defer payment of the tax for up to nine
months following the due date of the return.

33. What amount is deductible in Ral’s 1989 return for
purchase of the dealer’s franchise?
a. $0
b. $ 600
c. $1,200
d. $6,000

34. With regard to Ral’s contribution to the recognized,
qualified charity, Ral
a. Can elect to deduct in its 1989 return any por
tion of the $75,000 that does not exceed the
deduction ceiling for 1989.
b. Cannot deduct any portion of the $75,000 in 1989
because the contribution was not paid in 1989.
c . Can deduct the entire $75,000 in its 1989 return
because Ral reports on the accrual basis.
d . Can elect to carry forward indefinitely any por
tion of the $75,000 not deducted in 1989 or 1990.

39. The private foundation status of an exempt organiza
tion will terminate if it
a . Is governed by a charter that limits the organiza
tion’s exempt purposes.
b. Does not distribute all of its net assets to one
or more public charities.
c. Is a foreign corporation.
d. Becomes a public charity.

40.

35. For the year ended December 31, 1989, Maple
C orp.’s book income, before federal income tax, was
$100,000. Included in this $100,000 were the following:
Provision for state income tax
Interest earned on U.S. Treasury Bonds
Interest expense on bank loan to purchase
U.S. Treasury Bonds
Maple’s
a.
b.
c.
d.

$1,000
6,000
2,000

taxable income for 1989 was
$ 96,000
$ 97,000
$100,000
$101,000
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To qualify as an exempt organization, the applicant
a . May be organized and operated for the primary
purpose of carrying on a business for profit, pro
vided that all o f the organization’s net earnings
are turned over to one or more tax exempt
organizations.
b . Need not be specifically identified as one of the
classes upon which exemption is conferred by
the Internal Revenue Code, provided that the
organization’s purposes and activities are of a
nonprofit nature.
c. Must not be classified as a social club.
d . Must not be a private foundation organized and
operated exclusively to influence legislation per
taining to protection of the environment.
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44. Certain balance sheet accounts of a foreign subsidiary
of Rowan, Inc., at December 3 1 , 1989, have been translated
into U.S. dollars as follows:

Num ber 3 (Estimated tim e ----- 45 to 55 minutes)
Select the best answer for each of the following items
relating to a variety of financial accounting problems.

Translated at
Historical
Current
rates
rates

41. During 1988, Mitchell Corp. started a construction
job with a total contract price of $600,000. The job was
completed on December 15, 1989. Additional data are as
follows:
Actual costs incurred
Estimated remaining costs
Billed to customer
Received from customer

1988
$225,000
225,000
240,000
200,000

Note receivable,
long-term
Prepaid rent
Patent

1989
$255,000
360,000
400,000

$240,000
85,000
150,000
$475,000

$200,000
80,000
170,000
$450,000

The subsidiary’s functional currency is the currency of the
country in which it is located. What total amount should
be included in Rowan’s December 31, 1989 consolidated
balance sheet for the above accounts?
a. $450,000
b. $455,000
c. $475,000
d. $495,000

Under the completed contract method, what amount should
Mitchell recognize as gross profit for 1989?
a. $ 45,000
b. $ 72,000
c. $ 80,000
d. $120,000

45. Bolte Corp. had the following infrequent gains during
1989:
42. Bird Corp.’s trademark was licensed to Brian Co.
for royalties of 15% of sales of the trademarked items.
Royalties are payable semiannually on March 15 for sales
in July through December of the prior year, and on
September 15 for sales in January through June of the same
year. Bird received the following royalties from Brian:

1988
1989

March 15
$5,000
6,000

•
•
•

$210,000 on reacquisition and retirement of bonds.
$75,000 on repayment at maturity of a long-term note
denominated in a foreign currency.
$240,000 on sale of a plant facility (Bolte continues
similar operations at another location.)

In its 1989 income statement, what amount should Bolte
report as total infrequent gains which are not considered
extraordinary?
a. $450,000
b. $315,000
c. $285,000
d. $240,000

September 15
$7,500
8,500

Brian estimated that sales of the trademarked items would
total $30,000 for July through December 1989.
In Bird’s 1989 income statement, the royalty revenue should
be
a. $13,000
b. $14,500
c. $19,000
d. $20,500

46. Doren C o.’s officers’ compensation expense account
had a balance of $490,000 at December 31, 1989 before
any appropriate year-end adjustment relating to the
following:
•

43. An inventory loss from a permanent market decline
of $360,000 occurred in May 1989. Cox Co. appropriately
recorded this loss in May 1989 after its March 31, 1989
quarterly report was issued. What amount of inventory loss
should be reported in Cox’s quarterly income statement
for the three months ended June 30, 1989?
a. $0
b. $ 90,000
c. $180,000
d. $360,000

•

No salary accrual was made for the week of
December 25-31, 1989. Officers’ salaries for this
period totaled $18,000 and were paid on January 5,
1990.
Bonuses to officers for 1989 were paid on January 31,
1990 in the total amount of $175,000.

The adjusted balance for officers’ compensation expense
for the year ended December 31, 1989 should be
a. $683,000
b. $665,000
c. $508,000
d. $490,000
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47. On April 30, 1989, Carty Corp. approved a plan to
dispose of a segment of its business. The estimated disposal
loss is $480,000, including severance pay of $55,000 and
employee relocation costs of $25,000, both of which are
directly associated with the decision to dispose of the seg
ment. Also included is the segment’s estimated operating
loss of $100,000 for the period from May 1, 1989 to the
disposal date. A $120,000 operating loss from January 1,
1989 to April 30, 1989 is not included in the estimated
disposal loss of $480,000. Before income taxes, what
amount should be reported in Carty’s income statement
for the year ended December 31, 1989 as the loss from
discontinued operations?
a. $600,000
b. $480,000
c. $455,000
d. $425,000

50. The following assets were among those that appeared
on Baird C o.’s books at the end of the year:

48. Casey C o.’s adjusted trial balance at December 31,
1989 included the following expense accounts:

Outstanding shares of stock:
Common
Convertible preferred

Advertising
Freight-out
Rent for office space
Sales salaries and commissions

Demand bank deposits
Net long-term receivables
Patents and trademarks

In preparing constant dollar financial statements, how much
should Baird classify as monetary assets?
a. $1,200,000
b. $1,050,000
c. $ 800,000
d. $ 650,000
51.

$250,000
75,000
180,000
200,000

8% convertible bonds

110,000
10,000

110,000
10,000

$1,000,000

$1,000,000

During 1989, Peters paid dividends of $3.00 per share
on its preferred stock. The preferred shares are convert
ible into 20,000 shares of common stock and are con
sidered common stock equivalents. The 8% bonds are
convertible into 30,000 shares of common stock but are
not considered common stock equivalents. Net income
for 1989 was $850,000. Assume that the income tax rate
is 30%. The primary earnings per share for 1989 is
a. $6.31
b. $6.54
c. $7.08
d. $7.45

What total amount of the expenses listed above should be
included in Casey’s selling and delivery expenses for 1989?
a. $450,000
b. $525,000
c. $540,000
d. $615,000

49. On January 1, 1988, Layton Co. acquired the
copyright to a book owned by Gamer for royalties of 15%
of future book sales. Royalties are payable on September 30
for sales in January through June of the same year, and
on March 31 for sales in July through December of the
preceding year. During 1988 and 1989, Layton remitted
royalty checks to Gamer as follows:
March 31
$
22,000

Peters C orp.’s capital structure was as follows:
_____ December 31_____
1988
1989

One-half of the office space is occupied by the sales
department.

1988
1989

$650,000
400,000
150,000

52. Lind Corp. was a development stage enterprise
from its inception on October 1 0 , 1987 to December 31,
1988. The following were among Lind’s expenditures
for this period:
Leasehold improvements,
equipment, and furniture
Research and development
Laboratory operations
General and administrative

September 30
$25,000
40,000

$1,200,000
850,000
175,000
275,000

The year ended December 31, 1989 was the first year
in which Lind was an established operating enterprise.
For the period ended December 31, 1988, what total
amount of expenditures should Lind have capitalized?
a. $2,500,000
b. $2,225,000
c. $2,050,000
d. $1,200,000

Layton’s sales of the Garner book totaled $300,000 for
the last half of 1989. In its 1989 income statement, Layton
should report royalty expense of
a. $85,000
b. $67,000
c. $62,000
d. $45,000
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56. Correy Corp. and its divisions are engaged solely
in manufacturing operations. The following data (consistent
with prior years’ data) pertain to the industries in which
operations w ere conducted for the year ended
December 31, 1989:

53. Gavin Co. grants all employees two weeks of paid
vacation for each full year of employment. Unused vacation
time can be accumulated and carried forward to succeeding
years and will be paid at the salaries in effect when vaca
tions are taken or when employment is terminated. There
was no employee turnover in 1989. Additional informa
tion relating to the year ended December 31, 1989 is as
follows:
Liability for accumulated vacations
at 12/31/88
Pre-1989 accrued vacations taken
from 1/1/89 to 9/30/89 (the authorized
period for vacations)
Vacations earned for work in 1989
(adjusted to current rates)

Industry
A
B
C
D
E
F

$35,000

20,000
30,000

Gavin granted a 10% salary increase to all employees on
October 1, 1989, its annual salary increase date. For the
year ended December 3 1 , 1989, Gavin should report vaca
tion pay expense of
a. $45,000
b. $33,500
c. $31,500
d. $30,000

Total
revenue
$10,000,000
8,000,000
6,000,000
3,000,000
4,250,000
1,500,000
$32,750,000

Operating
profit
$1,750,000
1,400,000
1,200,000
550,000
675,000
225,000
$5,800,000

Identifiable
assets at
12/31/89
$20,000,000
17,500,000
12,500,000
7,500,000
7,000,000
3,000,000
$67,500,000

In its segment information for 1989, how many reportable segments does Correy have?
a. Three
b. Four
c. Five
d. Six

54. Hyde Corp. has three manufacturing divisions, each
of which has been determined to be a reportable segment.
Common costs are appropriately allocated on the basis of
each division’s sales in relation to Hyde’s aggregate sales.
In 1989, Clay division had sales of $3,000,000, which was
25 % of Hyde’s total sales, and had traceable operating costs
of $1,900,000. In 1989, Hyde incurred operating costs of
$500,000 that were not directly traceable to any of the divi
sions. In addition, Hyde incurred interest expense of
$300,000 in 1989. In reporting segment information, what
amount should be shown as Clay’s operating profit for
1989?
a. $ 875,000
b. $ 900,000
c. $ 975,000
d. $1,100,000

57. Mill Construction Co. uses the percentage-ofcompletion method of accounting. During 1989, Mill
contracted to build an apartment complex for Drew for
$20,000,000. Mill estimated that total costs would amount
to $16,000,000 over the period of construction. In con
nection with this contract, Mill incurred $2,000,000 of
construction costs during 1989. Mill billed and collected
$3,000,000 from Drew in 1989. What amount should Mill
recognize as gross profit for 1989?
a. $250,000
b. $375,000
c. $500,000
d. $600,000

55. The following data pertain to Ruhl Corp.’s opera
tions for the year ended December 31, 1989:
Operating income
Interest expense
Income before income tax
Income tax expense
Net income

$800,000
100,000
700,000
210,000
$490,000

58. On June 3 0 , 1989, Finn, Inc. exchanged 2,000 shares
of Edlow Corp. $30 par value common stock for a patent
owned by Bisk Co. The Edlow stock was acquired in 1987
at a cost of $50,000. At the exchange date, Edlow com
mon stock had a fair value of $40 per share, and the patent
had a net carrying amount of $100,000 on Bisk’s books.
Finn should record the patent at
a. $ 50,000
b. $ 60,000
c. $ 80,000
d. $100,000

The times interest earned ratio is
a. 8.0 to 1.
b. 7.0 to 1.
c. 5.6 to 1.
d. 4.9 to 1.
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59. Dale Hall’s holdings at December 3 1 , 1989 included
the following:
•

•

5,000 shares of Amo Corp. common stock purchased
in 1984 for $85,000. The market value of the stock
was $120,000 at December 31, 1989.
A life insurance policy with a cash value of $50,000
at December 31, 1989.

In Hall’s December 3 1 , 1989 personal statement of finan
cial condition, the above items should be reported at
a. $170,000
b. $135,000
c. $120,000
d. $ 85,000
60. Dodd Corp. is preparing its December 3 1 , 1989 finan
cial statements and must determine the proper accounting
treatment for the following situations:
•

•

For the year ended December 31, 1989, Dodd has a
loss carryforward of $180,000 available to offset future
taxable income. However, there are no temporary
differences.
On December 30, 1989, Dodd received a $200,000
offer for its patent. Dodd’s management is consider
ing whether to sell the patent. The offer expires on
February 2 8 , 1990. The patent has a carrying amount
of $100,000 at December 31, 1989.

Question Number 4 Begins on Page 26

Assume a current and future income tax rate of 30%. In
its 1989 income statement, Dodd should recognize an
increase in net income of
a. $0
b. $ 54,000
c. $ 70,000
d. $124,000
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Number 4 (Estimated tim e-----45 to 55 minutes)
The following information pertains to Earl Mayne (age 59) for the calendar year 1989:
Marital status
Earl’s wife, Joan, died in June 1987. Earl and Joan filed a joint federal income tax return for 1987. Earl did not remarry.
Dependents who reside with Earl and are totally supported by Earl
Alex — Earl’s stepson, age 5. Alex has no income of his own.
Mary — Joan’s mother, age 90. Mary received social security benefits of $6,600 in 1989, which she deposited in her
savings account and did not withdraw.
Cash received in 1989
Salary — employed as a computer analyst
Gross amount
Amounts withheld
Federal income tax
State income tax
FICA tax
Medical insurance premiums
Life insurance premiums
Net amount received

$60,000
$10,000
2,000
3,605
1,000
600

17,205
$42,795

Salary — employed as a part-time teacher
Gross amount
Amounts withheld
Federal income tax
FICA tax
Net amount received

$ 3,000
$

100
225

325
2,675

Sale of principal residence
Gross sales price (sold for 100% cash)
State transfer tax
Legal fee
Gross rents from 5% interest in rental realty
Dividends on life insurance policy
Dividends on stocks of unrelated taxable
domestic corporations
Proceeds from settlement of nonbusiness
bad debt
Proceeds of life insurance policy on death
of Earl’s aunt
Interest on U.S. treasury notes

$99,800
$

998
1,400

2,398

97,402

1,200
410
875
350
5,000
800
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Num ber 4 (continued)
Cash disbursed in 1989
Household and miscellaneous personal expenses
State sales taxes substantiated by receipts
Estimated 1989 federal income tax payments
Fee paid to CPA for tax return preparation
Professional education courses required to maintain job skills
Membership dues to Society of Computer Analysts
Contribution to a national political party
Realty taxes on principal residence prior to sale
Share of realty taxes on 5%-owned rental realty
Share of maintenance on 5%-owned rental realty
State inheritance tax on bequest of stamp collection
from aunt’s estate
Premiums on life insurance policy
Driver’s license for three-year term
Contributions to qualified charitable organizations

$45,000
1,910
4,000
500
900
250
200
1,500
700
1,300
190
1,100
36
2,250

Additional information:
•

•
•
•
•
•
•
•

Earl’s basis for his principal residence (purchased in 1960 and sold in 1989) was $14,000. This was the
only home ever owned by Earl or Joan. Earl does not intend to buy another home. Earl made the required
election in his 1989 return to avail himself of the maximum applicable exclusion in order to minimize
his 1989 taxable income.
The rental realty in which Earl owns a 5% interest was purchased in 1988. Earl does not render any
services in connection with this investment.
The accumulated net premiums paid on Earl’s life insurance policy have not been exceeded by dividends
received on the policy.
The nonbusiness bad debt arose in connection with a $2,500 loan made by Earl to a friend. The $2,150
unpaid balance of the loan is uncollectible.
Earl’s 1988 federal return showed a tax overpayment of $70, which Earl elected to credit to his 1989
estimated tax.
Earl’s 1988 state return showed no balance of tax due or overpayment.
Personal exemptions and dependency exemptions are $2,000 each for 1989.
The standard deductions for 1989 are as follows:
Basic
$5,200
4,550
3,100

Joint
Head of household
Single

Additional
$600
750
750

Required:
a. State which one of the following tax rate schedules or tax tables is applicable for Earl’s 1989 return: joint, head
of household, or single.
b. Prepare a detailed schedule computing Earl Mayne’s 1989 taxable income. Show each appropriate item separately
in the schedule, and classify each item properly. Any possible alternative treatment should be resolved in a manner that
will minimize 1989 taxable income. Round to the nearest dollar.
c. Assume that Earl Mayne’s 1989 federal income tax is $10,082 before tax credits and payments. Compute the
net amount of tax payable or net overpayment of tax.
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Number 5 (Estimated tim e---- 40 to 50 minutes)
Lane College is developing schedules for its overall budget projection for the 1990-91 academic year. Relevant
1989-90 data include:

Enrollment
Average number of credit hours carried each year per student
Average number of students per class
Average faculty teaching load in credit hours per year (number
of classes taught multiplied by 3 credit hours per class)
Average faculty salary and benefits
Tuition per credit hour (no other fees required)

Undergraduates
4,200
30
25
(8x3) 24
$50,000
$ 200

Graduates
1,300
24
14
(6x3) 18
$60,000
$ 300

Changes projected for 1990-91 and additional information:
1.
2.
3.

Enrollments are expected to increase by 5 percent for both undergraduate and graduate programs.
Average faculty salary and benefits are expected to increase by 3 percent.
Lane has not previously used graduate students for teaching undergraduates, but will do so for 1990-91. All of
the projected increased undergraduate enrollment will be taught by graduate students. Lane will recruit these graduate
teaching assistants (TA’s) in addition to the 5 percent student increase indicated. Each TA will carry half an average
graduate student load and half an average faculty teaching load. TA’s will receive a full remission of tuition fees
and $10,000 in salary and benefits. For budgeting purposes, the tuition remission is considered both a tuition revenue
and a tuition scholarship.
4. Non-faculty costs (excluding scholarships) for 1990-91 are to be budgeted by fixed and variable elements derived
from estimates of cost at the following two levels of registration:
Total student credit hours (both schools)
Total estimated non-faculty costs

140,000
$21,960,000

180,000
$22,320,000

Required:
a. Prepare the following 1990-91 budget schedules for each program:
1. Projected enrollment.
2. Projected student credit hours.
3. Projected number of full-time faculty and TA’s.
4. Projected salaries and benefits for full-time faculty and TA’s.
5. Projected tuition revenue.
b.

1.
2.

Calculate the fixed and variable elements in the non-faculty costs.
Calculate the budgeted non-faculty costs, including scholarships, for the 1990-91 academic year.
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3.
Analytical procedures used in planning an audit should
focus on identifying
a. Material weaknesses in the internal control
structure.
b. The predictability of financial data from
individual transactions.
c . The various assertions that are embodied in the
financial statements.
d . Areas that may represent specific risks relevant
to the audit.

Num ber 1 (Estimated tim e ----- 90 to 110 minutes)
Instructions
Select the best answer for each of the following items.
Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet to
indicate your answer. M ark only one answer for each
item. Answer all items. Your grade will be based on the
total number of correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

4.
Inquiry and analytical procedures ordinarily
performed during a review of a nonpublic entity’s finan
cial statements include
a. Inquiries concerning actions taken at meetings
of the stockholders and the board of directors.
b. Analytical procedures designed to test the
accounting records by obtaining corroborating
evidential matter.
c . Inquiries designed to identify reportable condi
tions in the internal control structure.
d. Analytical procedures concerning management’s
assertions regarding continued existence.

Item
96. One of the generally accepted auditing standards
specifies that the auditor should
a. Inspect all property and equipment acquired
during the year.
b. Charge fair fees based on cost.
c. Exercise due professional care in the perfor
mance of the audit.
d. Count client petty cash funds.
Answer Sheet

5. An auditor testing long-term investments would
ordinarily use analytical procedures to ascertain the
reasonableness of the
a. Existence of unrealized gains or losses in the
portfolio.
b. Completeness of recorded investment income.
c . Classification between current and non-current
portfolios.
d. Valuation of marketable equity securities.

96.

1.
As the acceptable level of detection risk decreases,
an auditor may change the
a. Timing of substantive tests by performing them
at an interim date rather than at year end.
b . Nature of substantive tests from a less effective
to a more effective procedure.
c. Timing of tests of controls by performing them
at several dates rather than at one time.
d. Assessed level of inherent risk to a higher
amount.

6.
An auditor would be most likely to identify a con
tingent liability by obtaining a(an)
a. Accounts payable confirmation.
b. Transfer agent confirmation.
c. Standard bank confirmation.
d. Related party transaction confirmation.

2.
Which of the following factors would least influence
an auditor’s consideration of the reliability of data for
purposes of analytical procedures?
a. Whether the data were processed in an EDP
system or in a manual accounting system.
b. W hether sources within the entity were
independent of those who are responsible for the
amount being audited.
c . Whether the data were subjected to audit testing
in the current or prior year.
d. Whether the data were obtained from indepen
dent sources outside the entity or from sources
within the entity.

7.
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An auditor’s working papers should
a. Not be permitted to serve as a reference source
for the client.
b. Not contain critical comments concerning
management.
c . Show that the accounting records agree or recon
cile with the financial statements.
d . Be considered the primary support for the finan
cial statements being audited.

Auditing
8.
Processing data through the use of simulated files
provides an auditor with information about the operating
effectiveness of control policies and procedures. One of the
techniques involved in this approach makes use of
a. Input validation.
b. Program code checking.
c. Controlled reprocessing.
d. Integrated test facility.

12. An explanatory paragraph following the opinion
paragraph of an auditor’s report describes an uncertainty
as follows:

9.
An auditor would be most likely to consider modifying
an otherwise unqualified opinion if the client’s financial
statements include a footnote on related party transactions
a. Representing that certain related party trans
actions were consummated on terms equivalent
to those obtainable in transactions with unrelated
parties.
b. Presenting the dollar volume of related party
transactions and the effects of any change in the
method of establishing terms from that used in
the prior period.
c. Explaining the business purpose of the sale of real
property to a related party.
d. Disclosing compensating balance arrangements
maintained for the benefit of related parties.

What type of opinion should the auditor express under these
circumstances?
a. Unqualified.
b. “ Subject to” qualified.
c. “ Except for” qualified.
d. Disclaimer.

As discussed in Note X to the financial
statements, the Company is a defendant in a
lawsuit alleging infringement of certain patent
rights and claiming damages. Discovery pro
ceedings are in progress. The ultimate outcome
of the litigation cannot presently be determined.
Accordingly, no provision for any liability that
may result upon adjudication has been made in
the accompanying financial statements.

13. The predecessor auditor, who is satisfied after
properly communicating with the successor auditor, has
reissued a report because the audit client desires com
parative financial statements. The predecessor auditor’s
report should make
a. Reference to the report of the successor auditor
only in the scope paragraph.
b. Reference to the work of the successor auditor
in the scope and opinion paragraphs.
c. Reference to both the work and the report of the
successor auditor only in the opinion paragraph.
d . No reference to the report or the work of the suc
cessor auditor.

10. When a client company does not maintain its own
stock records, the auditor should obtain written confirma
tion from the transfer agent and registrar concerning
a. Restrictions on the payment of dividends.
b. The number of shares issued and outstanding.
c . Guarantees of preferred stock liquidation value.
d. The number of shares subject to agreements to
repurchase.

14. If a publicly held company issues financial statements
that purport to present its financial position and results of
operations but omits the statement of cash flows, the auditor
ordinarily will express a(an)
a . Unqualified opinion with a separate explanatory
paragraph.
b. Disclaimer of opinion.
c. Adverse opinion.
d. Qualified opinion.

11. An auditor’s report would be designated a special
report when it is issued in connection with
a. Interim financial information of a publicly held
company that is subject to a limited review.
b. Com pliance w ith aspects o f regulatory
requirements related to audited financial
statements.
c . Application of accounting principles to specified
transactions.
d . Limited use prospective financial statements such
as a financial projection.

15. An auditor’s report that refers to the use of an account
ing principle at variance with generally accepted account
ing principles contains the words, “ In our opinion, with
the foregoing explanation, the financial statements referred
to above present fairly. . . . ” This is considered an
a. Adverse opinion.
b. “ Except for” qualified opinion.
c. Unqualified opinion with an explanatory
paragraph.
d. Example of inappropriate reporting.
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20. Before issuing a report on the compilation of finan
cial statements of a nonpublic entity, the accountant should
a. Apply analytical procedures to selected financial
data to discover any material misstatements.
b. Corroborate at least a sample of the assertions
management has embodied in the financial
statements.
c. Inquire of the client’s personnel whether the
financial statements omit substantially all
disclosures.
d . Read the financial statements to consider whether
the financial statements are free from obvious
material errors.

16. In which of the following circumstances would an
auditor usually choose between issuing a qualified opinion
or a disclaimer of opinion?
a. Departure from generally accepted accounting
principles.
b. Inadequate disclosure of accounting policies.
c. Inability to obtain sufficient competent eviden
tial matter.
d. Unreasonable justification for a change in
accounting principle.

17. An auditor has previously expressed a qualified
opinion on the financial statements of a prior period because
of a departure from generally accepted accounting prin
ciples. The prior-period financial statements are restated
in the current period to conform with generally accepted
accounting principles. The auditor’s updated report on the
prior-period financial statements should
a. Express an unqualified opinion concerning the
restated financial statements.
b. Be accompanied by the original auditor’s report
on the prior period.
c . Bear the same date as the original auditor’s report
on the prior period.
d . Qualify the opinion concerning the restated finan
cial statements because of a change in account
ing principle.

21. When reporting on financial statements prepared on
the same basis of accounting used for income tax purposes,
the auditor should include in the report a paragraph that
a . Emphasizes that the financial statements are not
intended to have been examined in accordance
with generally accepted auditing standards.
b. Refers to the authoritative pronouncements that
explain the income tax basis of accounting being
used.
c . States that the income tax basis of accounting is
a comprehensive basis of accounting other than
generally accepted accounting principles.
d. Justifies the use of the income tax basis of
accounting.

18. Under which of the following circumstances would
a disclaimer of opinion not be appropriate?
a. The auditor is engaged after fiscal year-end and
is unable to observe physical inventories or apply
alternative procedures to verify their balances.
b. The auditor is unable to determine the amounts
associated with illegal acts committed by the
client’s management.
c . The financial statements fail to contain adequate
disclosure concerning related party transactions.
d . The client refuses to permit its attorney to furnish
information requested in a letter of audit inquiry.

22. Wh en a qualified opinion results from a limitation on
the scope of the audit, the situation should be described in
an explanatory paragraph
a . Preceding the opinion paragraph and referred to
only in the scope paragraph of the auditor’s
report.
b . Following the opinion paragraph and referred to
in both the scope and opinion paragraphs of the
auditor’s report.
c. Following the opinion paragraph and referred to
only in the scope paragraph of the auditor’s
report.
d . Preceding the opinion paragraph and referred to
in both the scope and opinion paragraphs of the
auditor’s report.

19. During a review of the financial statements of a non
public entity, an accountant becomes aware of a lack of
adequate disclosure that is material to the financial
statements. If management refuses to correct the financial
statement presentations, the accountant should
a. Issue an adverse opinion.
b. Issue an “ except for” qualified opinion.
c . Disclose this departure from generally accepted
accounting principles in a separate paragraph of
the report.
d. Express only limited assurance on the financial
statement presentations.
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23. Which of the following statements concerning
prospective financial statements is correct?
a. Only a financial forecast would normally be
appropriate for limited use.
b. Only a financial projection would normally be
appropriate for general use.
c. Any type of prospective financial statements
would normally be appropriate for limited use.
d. Any type of prospective financial statements
would normally be appropriate for general use.

28. Miller Retailing, Inc. maintains a staff of three full
time internal auditors who report directly to the controller.
In planning to use the internal auditors to provide assistance
in performing the audit, the independent auditor most likely
will
a. Place limited reliance on the work performed by
the internal auditors.
b . Decrease the extent of the tests of controls needed
to support the assessed level of detection risk.
c . Increase the extent of the procedures needed to
reduce control risk to an acceptable level.
d . Avoid using the work performed by the internal
auditors.

24. When an independent accountant’s report based on
a review of interim financial information is presented in
a registration statement, a prospectus should include a state
ment about the accountant’s involvement. This statement
should clarify that the
a. Accountant is not an ‘‘expert” within the mean
ing of the Securities Act of 1933.
b . Accountant’s review report is not a ‘‘part’’ of the
registration statement within the meaning of the
Securities Act of 1933.
c . Accountant performed only limited auditing pro
cedures on the interim financial statements.
d. Accountant’s review was performed in accor
dance with standards established by the American
Institute of CPAs.

29. Which of the following elements of an entity’s internal
control structure includes the development of personnel
manuals documenting employee promotion and training
policies?
a. Control procedures.
b. Control environment.
c. Accounting system.
d. Quality control system.

25. If management declines to present supplementary
information required by the Governmental Accounting
Standards Board (GASB), the auditor should issue a(an)
a. Adverse opinion.
b . Qualified opinion with an explanatory paragraph.
c. Unqualified opinion.
d. U nqualified opinion with an additional
explanatory paragraph.

30. Which of the following statements about internal con
trol structure is correct?
a. A properly maintained internal control structure
reasonably ensures that collusion among
employees cannot occur.
b. The establishment and maintenance of the
internal control structure is an important respon
sibility of the internal auditor.
c. An exceptionally strong internal control struc
ture is enough for the auditor to eliminate substan
tive tests on a significant account balance.
d. The cost-benefit relationship is a primary
criterion that should be considered in designing
an internal control structure.

26. Which of the following statements most likely
represents a disadvantage for an entity that keeps micro
computer-prepared data files rather than manually prepared
files?
a. It is usually more difficult to detect transposition
errors.
b . Transactions are usually authorized before they
are executed and recorded.
c. It is usually easier for unauthorized persons to
access and alter the files.
d . Random error associated with processing similar
transactions in different ways is usually greater.

31. After obtaining an understanding of an entity’s internal
control structure, an auditor may assess control risk at the
maximum level for some assertions because the auditor
a. Believes the internal control policies and pro
cedures are unlikely to be effective.
b. Determines that the pertinent internal control
structure elements are not well documented.
c . Performs tests of controls to restrict detection risk
to an acceptable level.
d . Identifies internal control policies and procedures
that are likely to prevent material misstatements.

27. Which of the following computer documentation
would an auditor most likely utilize in obtaining an
understanding of the internal control structure?
a. Systems flowcharts.
b. Record counts.
c. Program listings.
d. Record layouts.
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32. The primary objective of procedures performed to
obtain an understanding of the internal control structure is
to provide an auditor with
a. Evidential matter to use in reducing detection
risk.
b. Knowledge necessary to plan the audit.
c. A basis from which to modify tests of controls.
d. Information necessary to prepare flowcharts.

37. Which of the following control procedures is not
usually performed in the vouchers payable department?
a. Determining the mathematical accuracy of the
vendor’s invoice.
b. Having an authorized person approve the
voucher.
c. Controlling the mailing of the check and remit
tance advice.
d . Matching the receiving report with the purchase
order.

33. Which of the following audit techniques most likely
would provide an auditor with the most assurance about the
effectiveness of the operation of an internal control
procedure?
a. Inquiry of client personnel.
b. Recomputation of account balance amounts.
c. Observation of client personnel.
d. Confirmation with outside parties.

38. Which of the following internal control procedures
most likely addresses the completeness assertion for
inventory?
a. Work in process account is periodically recon
ciled with subsidiary records.
b. Employees responsible for custody of finished
goods do not perform the receiving function.
c. Receiving reports are prenum bered and
periodically reconciled.
d. There is a separation of duties between payroll
department and inventory accounting personnel.

34. Tracing bills of lading to sales invoices provides
evidence that
a. Shipments to customers were invoiced.
b . Shipments to customers were recorded as sales.
c. Recorded sales were shipped.
d. Invoiced sales were shipped.

39. The sampling unit in a test of controls pertaining to
the existence of payroll transactions ordinarily is a(an)
a. Clock card or time ticket.
b. Employee Form W-2.
c. Employee personnel record.
d. Payroll register entry.
40. How do the scope, procedures, and purpose of an
engagement to express an opinion on an entity’s system of
internal accounting control compare to those for obtaining
an understanding of the internal control structure and assess
ing control risk as part of an audit?

35. Employers bond employees who handle cash receipts
because fidelity bonds reduce the possibility of employing
dishonest individuals and
a. Protect employees who make unintentional errors
from possible monetary damages resulting from
their errors .
b. Deter dishonesty by making employees aware
that insurance companies may investigate and
prosecute dishonest acts.
c. Facilitate an independent monitoring of the
receiving and depositing of cash receipts.
d. Force employees in positions of trust to take
periodic vacations and rotate their assigned
duties.

a.
b.
c.
d.

Scope
Similar
Different
Different
Different

Procedures
Different
Similar
Different
Similar

Purpose
Similar
Similar
Different
Different

41. When engaged to express an opinion on an entity’s
system of internal accounting control, an accountant should
a. Obtain management’s written representations
acknowledging responsibility for establishing and
maintaining the system.
b . Qualify any opinion concerning management’s
assertion that the cost of correcting any
weaknesses exceeds the benefits.
c . Keep informed of events subsequent to the date
of the report that might have affected the
accountant’s opinion.
d. Disclaim an opinion on whether the system taken
as a whole is sufficient to prevent or detect
material errors or irregularities.

36. To determine whether accounts payable are complete,
an auditor performs a test to verify that all merchandise
received is recorded. The population of documents for this
test consists of all
a. Vendor’s invoices.
b. Purchase orders.
c. Receiving reports.
d. Canceled checks.
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42. The likelihood of assessing control risk too high is
the risk that the sample selected to test controls
a . Does not support the tolerable error for some or
all of management’s assertions.
b . Does not support the auditor’s planned assessed
level of control risk when the true operating
effectiveness of the control structure justifies such
an assessment.
c . Contains misstatements that could be material to
the financial statements when aggregated with
misstatements in other account balances or trans
action classes.
d. Contains proportionately fewer monetary errors
or deviations from prescribed internal control
structure policies or procedures than exist in the
balance or class as a whole.

Item 45 is based on the following section of a system
flowchart for a payroll application

43. An auditor is testing internal control procedures that
are evidenced on an entity’s vouchers by matching random
numbers with voucher numbers. If a random number
matches the number of a voided voucher, that voucher
ordinarily should be replaced by another voucher in the
random sample if the voucher
a. Constitutes a deviation.
b. Has been properly voided.
c. Cannot be located.
d. Represents an immaterial dollar amount.

45.

Symbol X could represent
a. Erroneous time cards.
b. An error report.
c. Batched time cards.
d. Unclaimed payroll checks.

46. The first general standard requires that an audit of
financial statements is to be performed by a person or per
sons having
a. Seasoned judgment in varying degrees of super
vision and review.
b. Adequate technical training and proficiency.
c. Knowledge of the standards of field work and
reporting.
d. Independence with respect to the financial
statements and supplementary disclosures.
47. The exercise of due professional care requires that an
auditor
a. Examine all available corroborating evidence.
b. Critically review the judgment exercised at every
level of supervision.
c. Reduce control risk below the maximum.
d. Attain the proper balance of professional
experience and formal education.

44. The risk of incorrect acceptance and the likelihood
of assessing control risk too low relate to the
a. Effectiveness of the audit.
b. Efficiency of the audit.
c. Preliminary estimates of materiality levels.
d. Allowable risk of tolerable error.
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53. The scope and nature of an auditor’s contractual
obligation to a client ordinarily is set forth in the
a. Management letter.
b. Scope paragraph of the auditor’s report.
c. Engagement letter.
d. Introductory paragraph of the auditor’s report.

48. On completing an audit, Larkin, CPA, was asked by
the client to provide technical assistance in the
implementation of a new EDP system. The set of pro
nouncements designed to guide Larkin in this engagement
is the Statements on
a. Auditing Standards.
b. Standards for Management Advisory Services.
c. Quality Control Standards.
d. Standards for Accountants’ EDP Services.

54. Which of the following are elements of a CPA firm’s
quality control that should be considered in establishing its
quality control policies and procedures?

49. Which of the following is the authoritative body
designated to promulgate attestation standards?
a. Auditing Standards Board.
b. Governmental Accounting Standards Board.
c. Financial Accounting Standards Board.
d. General Accounting Office.

a.
b.
c.
d.

Advancement
Yes
Yes
No
Yes

Inspection
Yes
Yes
Yes
No

Consultation
No
Yes
Yes
Yes

55. Disclosure of irregularities to parties other than a
client’s senior management and its audit committee or board
of directors ordinarily is not part of an auditor’s respon
sibility. However, to which of the following outside par
ties may a duty to disclose irregularities exist?

50. In planning a new engagement, which of the follow
ing is not a factor that affects the auditor’s judgment as to
the quantity, type, and content of working papers?
a. The type of report to be issued by the auditor.
b . The content of the client’s representation letter.
c. The auditor’s estimated occurrence rate of
attributes.
d. The auditor’s preliminary evaluations of risk
based on discussions with the client.

To a govern
ment funding
To a successor
agency from
auditor when the which the client
To the SEC when
successor makes
receives finan
the client reports
an auditor change appropriate inquiries cial assistance
a.
b.
c.
d.

51. When planning a sample for a substantive test of
details, an auditor should consider tolerable misstatement
for the sample. This consideration should
a. Be related to the auditor’s business risk.
b. Not be adjusted for qualitative factors.
c. Be related to preliminary judgments about
materiality levels.
d. Not be changed during the audit process.

Yes
Yes
No
Yes

Yes
No
Yes
Yes

No
Yes
Yes
Yes

56. Which of the following statements best describes an
auditor’s responsibility to detect errors and irregularities?
a. The auditor should study and evaluate the client’s
internal control structure, and design the audit
to provide reasonable assurance of detecting all
errors and irregularities.
b . The auditor should assess the risk that errors and
irregularities may cause the financial statements
to contain material misstatements, and determine
whether the necessary internal control procedures
are prescribed and are being follow ed
satisfactorily.
c. The auditor should consider the types of errors
and irregularities that could occur, and determine
whether the necessary internal control procedures
are prescribed and are being followed.
d . The auditor should assess the risk that errors and
irregularities may cause the financial statements
to contain material misstatements, and design the
audit to provide reasonable assurance of detect
ing material errors and irregularities.

52. The element of the audit planning process most likely
to be agreed upon with the client before implementation of
the audit strategy is the determination of the
a. Timing of inventory observation procedures to
be performed.
b. Evidence to be gathered to provide a sufficient
basis for the auditor’s opinion.
c . Procedures to be undertaken to discover litiga
tion, claims, and assessments.
d. Pending legal matters to be included in the inquiry
of the client’s attorney.
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57. Morris, CPA, suspects that a pervasive scheme of
illegal bribes exists throughout the operations of Worldwide
Import-Export, Inc., a new audit client. Morris notified
the audit committee and Worldwide’s legal counsel, but
neither could assist Morris in determining whether the
amounts involved were material to the financial statements
or whether senior management was involved in the scheme.
Under these circumstances, Morris should
a. Express an unqualified opinion with a separate
explanatory paragraph.
b . Disclaim an opinion on the financial statements.
c. Express an adverse opinion on the financial
statements.
d . Issue a special report regarding the illegal bribes.

60. A CPA in public practice must be independent in fact
and appearance when providing which of the following
services?
Preparation
ofa
tax return
a.
Yes
b.
No
c.
No
d.
No

58. Which of the following statements concerning illegal
acts by clients is correct?
a. An auditor’s responsibility to detect illegal acts
that have a direct and material effect on the finan
cial statements is the same as that for errors and
irregularities.
b . An audit in accordance with generally accepted
auditing standards normally includes audit pro
cedures specifically designed to detect illegal acts
that have an indirect but material effect on the
financial statements.
c. An auditor considers illegal acts from the
perspective of the reliability of management’s
representations rather than their relation to audit
objectives derived from financial statement
assertions.
d . An auditor has no responsibility to detect illegal
acts by clients that have an indirect effect on the
financial statements.

Compilation
ofa
financial
forecast
No
Yes
No
No

Compilation
o f personal
financial
statements
No
No
Yes
No

Question Num ber 2 Begins on page 38

59. If compiled financial statements presented in con
formity with the cash receipts and disbursements basis of
accounting do not disclose the basis of accounting used,
the accountant should
a. Recompile the financial statements using
generally accepted accounting principles.
b. Disclose the basis in the notes to the financial
statements.
c . Clearly label each page ‘‘Unaudited.’’
d. Disclose the basis of accounting in the accoun
tant’s report.
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Num ber 2 (Estimated tim e ----- 15 to 25 minutes)

Num ber 4 (Estimated tim e ----- 15 to 25 minutes)

For the year ended December 3 1 , 1988, Friday & Co.,
CPAs (Friday), audited the financial statements of Johnson
Company and expressed an unqualified opinion on the
balance sheet only. Friday did not observe the taking of the
physical inventory as of December 3 1 , 1987, because that
date was prior to their appointment as auditors. Friday was
unable to satisfy themselves regarding inventory by means
of other auditing procedures, so they did not express an
opinion on the other basic financial statements that year.
For the year ended December 31, 1989, Friday
expressed an unqualified opinion on all the basic financial
statements and satisfied themselves as to the consistent
application of generally accepted accounting principles. The
field work was completed on March 11,1990; the partnerin-charge reviewed the working papers and signed the
auditor’s report on March 1 8 , 1990. The report on the com
parative financial statements for 1989 and 1988 was
delivered to Johnson on March 21, 1990.

Green, CPA, is auditing the financial statements of
Taylor Corporation for the year ended December 3 1 , 1989.
Green plans to complete the field work and sign the auditor’s
report about May 10, 1990. Green is concerned about events
and transactions occurring after December 31, 1989 that
may affect the 1989 financial statements.
Required:
a. What are the general types of subsequent events
that require Green’s consideration and evaluation?
b. What are the auditing procedures Green should
consider performing to gather evidence concerning subse
quent events?

Required:
Prepare Friday’s auditor’s report that was submitted
to Johnson’s board of directors on the 1989 and 1988 com
parative financial statements.

Num ber 3 (Estimated tim e ----- 15 to 25 minutes)

Num ber 5 (Estimated tim e ----- 15 to 25 minutes)

During the course of an audit made in accordance with
generally accepted auditing standards, an auditor may
become aware of matters relating to the client’s internal
control structure that may be of interest to the client’s audit
committee or to individuals with an equivalent level of
authority and responsibility, such as the board of directors,
the board of trustees, or the owner in an owner-managed
enterprise.

Kent, CPA, is engaged in the audit of Davidson Corp.’s
financial statements for the year ended December 3 1 , 1989.
Kent is about to commence auditing Davidson’s employee
pension expense, but Kent’s preliminary inquiries concern
ing Davidson’s defined benefit pension plan lead Kent to
believe that some of the actuarial computations and
assumptions are so complex that they are beyond the
competence ordinarily required of an auditor. Kent is
considering engaging Park, an actuary, to assist with this
portion of the audit.

Required:
a. What are meant by the terms ‘‘reportable condi
tions” and ‘‘material weaknesses” ?

Required:
a. What are the factors Kent should consider in the
process of selecting Park?

b. What are an auditor’s responsibilities in identifying
and reporting these matters?

b. What are the matters that should be understood
among Kent, Park, and Davidson’s management as to the
nature of the work to be performed by Park?
c. May Kent refer to Park in the auditor’s report if
Kent decides to issue an unqualified opinion? Why?
d. May Kent refer to Park in the auditor’s report if
Kent decides to issue other than an unqualified opinion as
a result of Park’s findings? Why?
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3. Maco Corp. develops shopping centers and regularly
engages real estate brokers to act on its behalf in acquir
ing parcels of land. The brokers are authorized to enter into
such contracts, but are instructed to do so in their own names
without disclosing Maco’s identity or Maco’s relationship
to the transaction. If a broker enters into a contract with
a seller on Maco’s behalf,
a. Maco will be bound by the contract because of
the broker’s apparent authority.
b . The broker will not be personally bound by the
contract because the broker has express authority
to act.
c . Maco will not be liable for any negligent acts of
the broker committed while acting on Maco’s
behalf.
d. The broker will have the same authority as if
Maco’s identity had been disclosed.

Num ber 1 (Estimated tim e ----- 110 to 130 minutes)
Instructions
Select the best answer for each of the following items.
Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet to
indicate your answer. M ark only one answer for each
item. Answer all items. Your grade will be based on the
total number of correct answers.
The following is an example of the manner in which
the answer sheet should be marked:
Item
99. The text of the letter from Bridge Builders, Inc. to
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4 steel
pipe at today’s quoted price for delivery two
months from today. Your acceptance must be
received in five days.

4. Able, as agent for Baker, an undisclosed principal,
contracted with Safe to purchase an antique car. In payment,
Able issued his personal check to Safe. Able could not cover
the check but expected Baker to give him cash to deposit
before the check was presented for payment. Baker did not
do so and the check was dishonored. Baker’s identity
became known to Safe. Safe may not recover from
a. Baker individually on the contract.
b. Able individually on the contract.
c. Baker individually on the check.
d. Able individually on the check.

Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Answer Sheet

5. Ace engages Butler to manage Ace’s retail business.
Butler has the implied authority to do all of the following,
except
a. Purchase inventory for Ace’s business.
b. Sell Ace’s business fixtures.
c. Pay Ace’s business debts.
d. Hire or discharge Ace’s business employees.

99.

1. Generally, an agency relationship is terminated by
operation of law in all of the following situations except the
a. Principal’s death.
b. Principal’s incapacity.
c. Agent’s renunciation of the agency.
d. Agent’s failure to acquire a necessary business
license.

6. In general, which of the following must be contained
in articles of incorporation?
a. Names of the initial officers and their terms of
office.
b. Classes of stock authorized for issuance.
c . Names of states in which the corporation will be
doing business.
d. Name of the state in which the corporation will
maintain its principal place of business.

2. Pine, an employee of Global Messenger Co., was
hired to deliver highly secret corporate documents for
Global’s clients throughout the world. Unknown to Global,
Pine carried a concealed pistol. While Pine was making a
delivery, he suspected an attempt was being made to steal
the package, drew his gun and shot Kent, an innocent
passerby. Kent will not recover damages from Global if
a. Global discovered that Pine carried a weapon and
did nothing about it.
b. Global instructed its messengers not to carry
weapons.
c . Pine was correct and an attempt was being made
to steal the package.
d. Pine’s weapon was unlicensed and illegal.

7. Absent a specific provision in its articles of incorpora
tion, a corporation’s board of directors has the power to
do all of the following, except
a. Repeal the bylaws.
b. Declare dividends.
c. Fix compensation of directors.
d. Amend the articles of incorporation.
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8.
An owner of common stock will not have any liability
beyond actual investment if the owner
a. Paid less than par value for stock purchased in
connection with an original issue of shares.
b. Agreed to perform future services for the cor
poration in exchange for original issue par value
shares.
c. Purchased treasury shares for less than par value.
d. Failed to pay the fu ll amount owed on a subscrip
tion contract for no-par shares.

12. On September 27, Summers sent Fox a letter offering
to sell Fox a vacation home for $150,000. On October 2,
Fox replied by mail agreeing to buy the home for $145,000.
Summers did not reply to Fox. Do Fox and Summers have
a binding contract?
a. No, because Fox failed to sign and return Sum
mers’ letter.
b. No, because Fox’s letter was a counteroffer.
c. Yes, because Summers’ offer was validly
accepted.
d. Yes, because Summers’ silence is an implied
acceptance of Fox’s letter.

9.
Johns owns 400 shares of Abco Corp. cumulative
preferred stock. In the absence of any specific contrary pro
visions in Abco’s articles of incorporation, which of the
following statements is correct?
a. Johns is entitled to convert the 400 shares of
preferred stock to a like number of shares of com
mon stock.
b . If Abco declares a cash dividend on its preferred
stock, Johns becomes an unsecured creditor of
Abco.
c. If Abco declares a dividend on its common stock,
Johns will be entitled to participate with the
common stock shareholders in any dividend
distribution made after preferred dividends are
paid.
d. Johns will be entitled to vote if dividend payments
are in arrears.

13. On November 1, Yost sent a telegram to Zen offering
to sell a rare vase. The offer required that Zen’s acceptance
telegram be sent on or before 5:00 P.M. on November 2.
On November 2, at 3:00 P .M ., Zen sent an acceptance by
overnight mail. It did not reach Yost until November 5. Yost
refused to complete the sale to Zen. Is there an enforceable
contract?
a. Yes, because the acceptance was made within the
time specified.
b. Yes, because the acceptance was effective when
sent.
c. No, because Zen did not accept by telegram.
d. No, because the offer required receipt of the
acceptance within the time specified.
14. Opal offered, in writing, to sell Larkin a parcel of land
for $300,000. If Opal dies, the offer will
a. Terminate prior to Larkin’s acceptance only if
Larkin received notice of Opal’s death.
b. Remain open for a reasonable period of time after
Opal’s death.
c. Automatically terminate despite Larkin’s prior
acceptance.
d. Automatically terminate prior to Larkin’s
acceptance.

10. Jay properly created an inter vivos trust naming Kroll
as trustee. The trust’s sole asset is a fully rented office
building. Rental receipts exceed expenditures. The trust
instrument is silent about the allocation of items between
principal and income. Among the items to be allocated by
Kroll during the year are insurance proceeds received as
a result of fire damage to the building and the mortgage
interest payments made during the year. Which of the
following items is(are) properly allocable to principal?

a.
b.
c.
d.

Insurance proceeds
on building
No
No
Yes
Yes

15. King sent Foster, a real estate developer, a signed offer
to sell a specified parcel of land to Foster for $200,000.
King, an engineer, had inherited the land. On the same day
that King’s letter was received, Foster telephoned King and
accepted the offer. Which of the following statements is
correct under the Statute of Frauds?
a. No contract was formed because Foster did not
sign the offer.
b. No contract was formed because King is not a
merchant and, therefore, King’s letter is not bind
ing on Foster.
c. A contract was formed, although it would be
enforceable only against King.
d. A contract was formed and would be enforceable
against both King and Foster because Foster is
a merchant.

Current mortgage
interest payments
No
Yes
No
Yes

11. To satisfy the consideration requirement for a valid
contract, the consideration exchanged by the parties must be
a. Legally sufficient.
b. Payable in legal tender.
c. Simultaneously paid and received.
d. O f the same economic value.
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20. With regard to an agreement for the sale of real estate,
the Statute of Frauds
a. Does not require that the agreement be signed
by all parties.
b. Does not apply if the value of the real estate is
less than $500.
c . Requires that the entire agreement be in a single
writing.
d. Requires that the purchase price be fair and
adequate in relation to the value of the real estate.

16. Which of the following will be legally binding on all
parties despite lack of consideration?
a. An irrevocable oral promise by a merchant to
keep an offer open for 60 days.
b. A promise to donate money to a charity which
the charity relied upon in incurring large
expenditures.
c . A promise to pay for the college education of the
child of a person who saved the promisor’s life.
d . A signed modification to a contract to purchase
a parcel of land.

17. Payne entered into a written agreement to sell a parcel
of land to Stevens. At the time the agreement was executed,
Payne had consumed alcoholic beverages. Payne’s ability
to understand the nature and terms of the contract was not
impaired. Stevens did not believe that Payne was intoxi
cated. The contract is
a. Void as a matter of law.
b. Legally binding on both parties.
c. Voidable at Payne’s option.
d. Voidable at Steven’s option.

21. Steele, Inc. wanted to purchase Kalp’s distribution
business. On March 1 5 , 1990, Kalp provided Steele with
copies of audited financial statements for the period ended
December 31, 1989. The financial statements reflected
inventory in the amount of $1,200,000. On March 2 9 , 1990,
Kalp discovered that the December 31 inventory was
overstated by at least $400,000. On April 3 , 1990, Steele,
relying on the financial statements, purchased all of Kalp’s
business. On April 2 9 , 1990, Steele discovered the inven
tory overstatement. Steele sued Kalp for fraud. Which of
the following statements is correct?
a. Steele will lose because it should not have relied
on the inventory valuation in the financial
statements.
b. Steele will lose because Kalp was unaware that
the inventory valuation was incorrect at the time
the financial statements were provided to Steele.
c. Steele will prevail because Kalp had a duty to
disclose the fact that the inventory value was
overstated.
d . Steele will prevail but will not be able to sue for
damages.

18. Sand orally promised Frost a $10,000 bonus, in
addition to a monthly salary, if Frost would work two years
for Sand. If Frost works for the two years, will the Statute
of Frauds prevent Frost from collecting the bonus?
a. No, because Frost fully performed.
b. No, because the contract did not involve an
interest in real estate.
c. Yes, because the contract could not be performed
within one year.
d. Yes, because the monthly salary was the con
sideration for the contract.

22. On August 1, Neptune Fisheries contracted in writing
with West Markets to deliver to West 3,000 pounds of
lobsters at $4.00 a pound. Delivery of the lobsters was due
October 1 with payment due November 1. On August 4,
Neptune entered into a contract with Deep Sea Lobster
Farms which provided as follows: “ Neptune Fisheries
assigns all the rights under the contract with West Markets
dated August 1 to Deep Sea Lobster Farm s.’’ The best
interpretation of the August 4 contract would be that it was
a. Only an assignment of rights by Neptune.
b. Only a delegation of duties by Neptune.
c . An assignment of rights and a delegation of duties
by Neptune.
d. An unenforceable third-party beneficiary
contract.

19. Union Bank lent $200,000 to Wagner. Union required
Wagner to obtain a life insurance policy naming Union as
beneficiary. While the loan was outstanding, Wagner
stopped paying the premiums on the policy. Union paid the
premiums, adding the amounts paid to Wagner’s loan.
Wagner died and the insurance company refused to pay the
policy proceeds to Union. Union may
a. Recover the policy proceeds because it is a
creditor beneficiary.
b . Recover the policy proceeds because it is a donee
beneficiary.
c. Not recover the policy proceeds because it is not
in privity of contract with the insurance company.
d . Not recover the policy proceeds because it is only
an incidental beneficiary.
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23. Paco Corp., a building contractor, offered to sell
Preston several pieces of used construction equipment.
Preston was engaged in the business of buying and selling
equipment. Paco’s written offer had been prepared by a
secretary who typed the total price as $10,900, rather than
$109,000, which was the approximate fair market value
of the equipment. Preston, on receipt of the offer,
immediately accepted it. Paco learned of the error in the
offer and refused to deliver the equipment to Preston unless
Preston agreed to pay $109,000. Preston has sued Paco for
breach of contract. Which of the following statements is
correct?
a . Paco will not be liable because there has been a
mutual mistake of fact.
b . Paco will be able to rescind the contract because
Preston should have known that the price was
erroneous.
c . Preston will prevail because Paco is a merchant.
d. The contract between Paco and Preston is void
because the price set forth in the offer is substan
tially less than the equipment’s fair market value.

26. Tower drives a truck for Musgrove Produce, Inc. The
truck is owned by Musgrove. Tower is paid on the basis
of a formula that takes into consideration the length of the
trip, cargo, and fuel consumed. Tower is responsible for
repairing or replacing all flat tires. Musgrove is respon
sible for all other truck maintenance. Tower drives only
for Musgrove. If Tower is a common law employee and
not an independent contractor, which of the following
statements is correct?
a. All social security retirement benefits are fully
includible in the determination of Tower’s federal
taxable income if certain gross income limitations
are exceeded.
b. Musgrove remains primarily liable for Tower’s
share of FICA taxes if it fails to withhold and pay
the taxes on Tower’s wages.
c. Musgrove would not have to withhold FICA
taxes if Tower elected to make FICA contribu
tions as a self-employed person.
d. Bonuses or vacation pay that are paid to Tower
by Musgrove are not subject to FICA taxes
because they are not regarded as regular
compensation.

24. Rice contracted with Locke to build an oil refinery
for Locke. The contract provided that Rice was to use
United pipe fittings. Rice did not do so. United learned of
the contract and, anticipating the order, manufactured
additional fittings. United sued Locke and Rice. United is
a . Entitled to recover from Rice only, because Rice
breached the contract.
b. Entitled to recover from either Locke or Rice
because it detrimentally relied on the contract.
c. Not entitled to recover because it is a donee
beneficiary.
d . Not entitled to recover because it is an incidental
beneficiary.

27. Taxes payable under the Federal Unemployment Tax
Act (FUTA) are
a . Partially deductible by the covered employee for
federal income tax purposes.
b. Calculated as a fixed percentage of all compen
sation paid to an employee.
c. Payable by all employers regardless of the total
amount of compensation paid to individual
employees.
d . Deductible by the employer as a business expense
for federal income tax purposes.

28. Which of the following is least likely to be considered
a security under the Securities Act of 1933?
a. General partnership interests.
b. Limited partnership interests.
c. Stock options.
d. Warrants.

25. Wren purchased a factory from First Federal Realty.
Wren paid 20% at the closing and gave a note for the balance
secured by a 20-year mortgage. Five years later, Wren
found it increasingly difficult to make payments on the note
and defaulted. First Federal threatened to accelerate the loan
and foreclose if Wren continued in default. First Federal
told Wren to make payment or obtain an acceptable third
party to assume the obligation. Wren offered the land to
Moss, Inc. for $10,000 less than the equity Wren had in
the property. This was acceptable to First Federal and at
the closing Moss paid the arrearage, assumed the mortgage
and note, and had title transferred to its name. First Federal
released Wren. The transaction in question is a(an)
a. Purchase of land subject to a mortgage.
b. Assignment and delegation.
c. Third party beneficiary contract.
d. Novation.

29. Under the Securities Act of 1933, the registration of
an interstate securities offering is
a. Required only in transactions involving more
than $500,000.
b. Mandatory, unless the cost to the issuer is
prohibitive.
c. R equired, unless there is an applicable
exemption.
d. Intended to prevent the marketing of securities
which pose serious financial risks.
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34.

30. Dice, Inc. is a reporting company under the Securities
Exchange Act of 1934. The only security Dice issued is
voting common stock. With regard to Dice’s proxy solicita
tion requirements, which of the following statements is
correct?
a. Dice must file its proxy statements with the SEC
even though it has only one class of stock
outstanding.
b. Dice’s current unaudited financial statements
must be sent to each shareholder with every proxy
solicitation.
c. Shareholder proposals need not be included in
the proxy statements unless consented to by a
majority of Dice’s board of directors.
d. Dice need not provide any particular informa
tion to its shareholders unless Dice is soliciting
proxies from them.

Regulation D of the Securities Act of 1933
a. Is limited to offers and sales of common stock that
do not exceed $1.5 million.
b. Is exclusively available to small business corpora
tions as defined by Regulation D.
c. Permits an exempt offering to be sold to both
accredited and nonaccredited investors.
d . Restricts the number of purchasers of an offering
to 35.

35. Which of the following negotiable instruments is sub
ject to the provisions of the UCC Commercial Paper
Article?
a. Installment note payable on the first day of each
month.
b. Warehouse receipt.
c. Bill of lading payable to order.
d. Corporate bearer bond with a maturity date of
January 1, 1999.

31. Under the Securities Exchange Act of 1934, which
of the following individuals would not be subject to the
insider reporting provisions?
a . An owner of ten percent of a corporation’s stock.
b. An owner of five percent of a corporation’s
voting stock.
c. The vice-president of marketing.
d. A member of the board of directors.

36. Below is a copy of a note Prestige Properties obtained
from Tim Hart in connection with Hart’s purchase of land
located in Hunter, MT. The note was given for the balance
due on the purchase and was secured by a first mortgage
on the land.
$200,000.00

Hunter, MT
November 30, 1989

For value received, six years after date, I promise
to pay to the order of Prestige Properties TWO
HUNDRED THOUSAND and 00/100 DOLLARS
with interest at 11% compounded annually until fully
paid. This instrument arises out of the sale of land
located in MT and the law of MT is to be applied to
any question which may arise. It is secured by a first
mortgage on the land conveyed. It is further agreed
that:
1. Maker will pay the costs of collection including
attorney’s fees upon default.
2. Maker may repay the amount outstanding on any
anniversary date of this note.

32. Which of the following are exempt from the registra
tion requirements of the Securities Act of 1933?
a . Bankers’ acceptances with maturities at the time
of issue ranging from one to two years.
b. Participation interests in money market funds that
consist wholly of short-term commercial paper.
c . Corporate stock offered and sold only to residents
of the state in which the issuer was incorporated
and is doing all of its business.
d. All industrial development bonds issued by
municipalities.

T im H a rt
Tim Hart

33. Pate Corp. is offering $3 million of its securities solely
to accredited investors. Under Regulation D of the
Securities Act of 1933, Pate is
a. Not required to provide any specified informa
tion to the accredited investors.
b. Permitted to make a general solicitation.
c . Not allowed to sell to investors using purchaser
representatives.
d. Required to provide accredited investors with
audited financial statements for the three most
recent fiscal years.

This note is a
a. Nonnegotiable promissory note because it is
secured by a first mortgage.
b. Negotiable promissory note.
c. Nonnegotiable promissory note because it
permits prepayment and requires the maker’s
payment of the costs of collection and attorney’s
fees.
d. Negotiable investment security under the UCC.

44

Business Law
41.

37. Zack Limited Partnership intends to sell $6,000,000
of its limited partnership interests. Zack conducts all of its
business activities in the state in which it was organized.
Zack intends to use the offering proceeds to acquire
municipal bonds. Which of the following statements is cor
rect concerning the offering and the registration exemptions
that might be available to Zack under the Securities Act of
1933?
a. The offering is exempt from registration because
of the intended use of the offering proceeds.
b . Under Rule 147 (regarding intrastate offerings),
Zack may make up to five offers to non-residents
without jeopardizing the Rule 147 exemption.
c. If Zack complies with the requirements of
Regulation D, any subsequent resale of a limited
partnership interest by a purchaser is auto
matically exempt from registration.
d. If Zack complies with the requirements of
Regulation D, Zack may make an unlimited
number of offers to sell the limited partnership
interests.

Fred Anchor is the holder of the following check:

Peter Mason
Champaign, Illinois

4/30

19 90

Pay to the order of Mary Nix or bearer $ 93.00
Ninety-Three------------------------------------- Dollars
Second Bank 0453-0978
P eter M ason

The check is endorsed on the back as follows:

M a ry N i x
Pay to John Jacobs
M a rk H a r r is
J o h n Jacobs
(without recourse)

38. Bond fraudulently induced Teal to make a note
payable to Wilk, to whom Bond was indebted. Bond
delivered the note to Wilk. Wilk negotiated the instrument
to Monk, who purchased it with knowledge of the fraud
and after it was overdue. If Wilk qualifies as a holder in
due course, which of the following statements is correct?
a. Monk has the standing of a holder in due course
through Wilk.
b . Teal can successfully assert the defense of fraud
in the inducement against Monk.
c. Monk personally qualifies as a holder in due
course.
d . Teal can successfully assert the defense of fraud
in the inducement against Wilk.

vvvvvvvvvvvvvvvv
Jacobs gave the check to his son as a gift, who transferred
it to Anchor for $78.00. Which of the following statements
is correct?
a. The unqualified endorsement of Jacobs was
necessary in order to negotiate the check to his
son.
b. Nix’s endorsement was required to negotiate the
check to any subsequent holder.
c . Anchor does not qualify as a holder because less
than full consideration was given for the check.
d. The check is bearer paper in Jacobs’ son’s hands.

39. A holder in due course will take free of which of the
following defenses?
a. Infancy, to the extent that it is a defense to a sim
ple contract.
b. Discharge of the maker in bankruptcy.
c . A wrongful filling-in of the amount payable that
was omitted from the instrument.
d . Duress of a nature that renders the obligation of
the party a nullity.

42. Under the UCC Sales Article, the warranty of title
may be excluded by
a. Merchants or non-merchants provided the
exclusion is in writing.
b. Non-merchant sellers only.
c . The seller’s statement that it is selling only such
right or title that it has.
d. Use of an “ as is’’ disclaimer.

43. An important factor in determining if an express
warranty has been created is whether the
a. Statements made by the seller became part of the
basis of the bargain.
b. Sale was made by a merchant in the regular
course of business.
c. Statements made by the seller were in writing.
d. Seller intended to create a warranty.

40. To satisfy the UCC Statute of Frauds regarding the
sale of goods, which of the following must generally be in
writing?
a. Designation of the parties as buyer and seller.
b. Delivery terms.
c. Quantity of the goods.
d. Warranties to be made.
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47. On September 10, Bell Corp. entered into a contract
to purchase 50 lamps from Glow Manufacturing. Bell
prepaid 40% of the purchase price. Glow became insolvent
on September 19 before segregating, in its inventory, the
lamps to be delivered to Bell. Bell will not be able to recover
the lamps because
a. Bell is regarded as a merchant.
b. The lamps were not identified to the contract.
c. Glow became insolvent fewer than 10 days after
receipt of Bell’s prepayment.
d. Bell did not pay the fu ll price at the time of
purchase.

44. Cey Corp. entered into a contract to sell parts to Deck,
Ltd. The contract provided that the goods would be shipped
“ F.O.B. Cey’s warehouse.” Cey shipped parts different
from those specified in the contract. Deck rejected the parts.
A few hours after Deck informed Cey that the parts were
rejected, they were destroyed by fire in Deck’s warehouse.
Cey believed that the parts were conforming to the contract.
Which of the following statements is correct?
a. Regardless of whether the parts were con
forming, Deck will bear the loss because the con
tract was a shipment contract.
b . If the parts were nonconforming, Deck had the
right to reject them, but the risk of loss remains
with Deck until Cey takes possession of the parts.
c. If the parts were conforming, risk of loss does
not pass to Deck until a reasonable period of time
after they are delivered to Deck.
d. If the parts were nonconforming, Cey will bear
the risk of loss, even though the contract was a
shipment contract.

48. Eagle Corporation solicited bids for various parts it
uses in the manufacture of jet engines. Eagle received six
offers and selected the offer of Sky Corporation. The written
contract specified a price for 100,000 units, delivery on
June 1 at Sky’s plant, with payment on July 1. On June 1,
Sky had completed a 200,000 unit run of parts similar to
those under contract for Eagle and various other customers.
Sky had not identified the parts to specific contracts. When
Eagle’s truck arrived to pick up the parts on June 1, Sky
refused to deliver claiming the contract price was too low.
Eagle was unable to cover in a reasonable time. Its produc
tion lines were in danger of shutdown because the parts were
not delivered. Eagle would probably
a. Have as its only remedy the right of replevin.
b. Have the right of replevin only if Eagle tendered
the purchase price on June 1.
c . Have as its only remedy the right to recover dollar
damages.
d. Have the right to obtain specific performance.

45. Pulse Corp. maintained a warehouse where it stored
its manufactured goods. Pulse received an order from Star.
Shortly after Pulse identified the goods to be shipped to Star,
but before moving them to the loading dock, a fire destroyed
the warehouse and its contents. With respect to the goods,
which of the following statements is correct?
a. Pulse has title but no insurable interest.
b. Star has title and an insurable interest.
c. Pulse has title and an insurable interest.
d. Star has title but no insurable interest.

49. Sun, Inc. manufactures and sells household appliances
on credit directly to wholesalers, retailers, and consumers.
Sun can perfect its security interest in the appliances without
having to file a financing statement or take possession of
the appliances if the sale is made by Sun to
a. Consumers.
b. Wholesalers that sell to buyers in the ordinary
course of business.
c. Retailers.
d. Wholesalers that sell to distributors for resale.

46. Jefferson Hardware ordered three hundred Ram ham
mers from Ajax Hardware. Ajax accepted the order in
writing. On the final date allowed for delivery, Ajax
discovered it did not have enough Ram hammers to fill the
order. Instead, Ajax sent three hundred Strong hammers.
Ajax stated on the invoice that the shipment was sent only
as an accommodation. Which of the following statements
is correct?
a. Ajax’s note of accommodation cancels the
contract between Jefferson and Ajax.
b. Jefferson’s order can only be accepted by Ajax’s
shipment of the goods ordered.
c. Ajax’s shipment of Strong hammers is a breach
of contract.
d. Ajax’s shipment of Strong hammers is a counter
offer and no contract exists between Jefferson and
Ajax.

50. A person may own property as a joint tenant with the
right of survivorship with any of the following except a(an)
a. Divorced spouse.
b. Related minor child.
c. Unaffiliated corporation.
d. Unrelated adult.
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54. Delta Corp. leased 60,000 square feet in an office
building from Tanner under a written 25-year lease. Which
of the following statements is correct?
a. Tanner’s death will terminate the lease and Delta
will be able to recover any resulting damages
from Tanner’s estate.
b . Tanner’s sale of the office building will terminate
the lease unless both Delta and the buyer con
sented to the assumption of the lease by the buyer.
c. In the absence of a provision in the lease to the
contrary, Delta does not need Tanner’s consent
to assign the lease to another party.
d. In the absence of a provision in the lease to the
contrary, Delta would need Tanner’s consent to
enter into a sublease with another party.

5 1. Vista is a wholesale seller of microwave ovens. Vista
sold 50 microwave ovens to Davis Appliance for $20,000.
Davis paid $5,000 down and signed a promissory note for
the balance. Davis also executed a security agreement giv
ing Vista a security interest in Davis’ inventory, including
the ovens. Vista perfected its security interest by properly
filing a financing statement in the state of Whiteacre. Six
months later, Davis moved its business to the state of
Blackacre, taking the ovens. On arriving in Blackacre,
Davis secured a loan from Grange Bank and signed a
security agreement putting up all inventory (including the
ovens) as collateral. Grange perfected its security interest
by properly filing a financing statement in the state of
Blackacre. Two months after arriving in Blackacre, Davis
went into default on both debts. Which of the following
statements is correct?
a. Grange’s security interest is superior because
Grange had no actual notice of Vista’s security
interest.
b . Vista’s security interest is superior even though
at the time of Davis’ default Vista had not
perfected its security interest in the state of
Blackacre.
c. Grange’s security interest is superior because
Vista’s time to file a financing statement in
Blackacre had expired prior to Grange’s filing.
d. Vista’s security interest is superior provided it
repossesses the ovens before Grange does.

55. On February 2, Mazo deeded a warehouse to Parko
for $450,000. Parko did not record the deed. On
February 12, Mazo deeded the same warehouse to Nexis
for $430,000. Nexis was aware of the prior conveyance to
Parko. Nexis recorded its deed before Parko recorded. Who
would prevail under the following recording statutes?

a.
b.
c.
d.

52. Ivor, Queen, and Lear own a building as joint tenants
with the right of survivorship. Ivor donated his interest in
the building to Day Charity by executing and delivering a
deed to Day. Both Queen and Lear refused to consent to
Ivor’s transfer to Day. Subsequently, Queen and Lear died.
After their deaths, Day’s interest in the building consisted of
a. Total ownership due to the deaths of Queen and
Lear.
b. No interest because Queen and Lear refused to
consent to the transfer.
c. A ⅓ interest as a joint tenant.
d. A ⅓ interest as a tenant in common.

Notice
statute
Nexis
Parko
Parko
Parko

Race
statute
Parko
Nexis
Nexis
Parko

Race-Notice
statute
Parko
Parko
Nexis
Nexis

56. On April 6, Ford purchased a warehouse from
Atwood for $150,000. Atwood had executed two mortgages
on the property: a purchase money mortgage given to Lang
on March 2, which was not recorded; and a mortgage given
to Young on March 9, which was recorded the same day.
Ford was unaware of the mortgage to Lang. Under the
circumstances,
a . Ford will take title to the warehouse subject only
to Lang’s mortgage.
b. Ford will take title to the warehouse free of
Lang’s mortgage.
c. Lang’s mortgage is superior to Young’s mort
gage because Lang’s mortgage is a purchase
money mortgage.
d. Lang’s mortgage is superior to Young’s mort
gage because Lang’s mortgage was given first in
time.

53. A tenant renting an apartment under a three-year writ
ten lease that does not contain any specific restrictions may
be evicted for
a. Counterfeiting money in the apartment.
b. Keeping a dog in the apartment.
c . Failing to maintain a liability insurance policy on
the apartment.
d. Making structural repairs to the apartment.
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60. Orr is an employee of Vick Corp. Vick relies heavily
on O rr’s ability to market Vick’s products and, for that
reason, has acquired a $50,000 insurance policy on O rr’s
life. Half of the face value of the policy is payable to Vick
and the other half is payable to Orr’s spouse. Orr dies shortly
after the policy is taken out but after leaving Vick’s employ.
Which of the following statements is correct?
a. O rr’s spouse does not have an insurable interest
because the policy is owned by Vick.
b. Orr’s spouse will be entitled to all of the proceeds
of the policy.
c. Vick will not be entitled to any of the proceeds
of the policy because Vick is not a creditor or
relative of Orr.
d. Vick will be entitled to its share of the proceeds
of the policy regardless of whether Orr is
employed by Vick at the time of death.

57. Sussex, Inc. had given a first mortgage when it pur
chased its plant and warehouse. Sussex needed additional
working capital. It decided to obtain financing by giving
a second mortgage on the plant and warehouse. Which of
the following statements is true with respect to the
mortgages?
a. Default on payment of the second mortgage will
constitute default on the first mortgage.
b. The second mortgage may not be prepaid without
the consent of the first mortgagee.
c . The second mortgagee may not pay off the first
mortgage to protect its security.
d. If both mortgages are foreclosed, the first mort
gage must be fully paid before paying the second
mortgage.

58. If a mortgagor defaults in the payment of a purchase
money mortgage, and the mortgagee forecloses, the mort
gagor may do any of the following except
a. Obtain any excess monies resulting from a
judicial sale after payment of the mortgagee.
b. Remain in possession of the property after a
foreclosure sale if the equity in the property
exceeds the balance due on the mortgage.
c. Refinance the mortgage with another lender and
repay the original mortgage.
d . Assert the equitable right of redemption by pay
ing the mortgagee.

Question N um ber 2 Begins on Page 49

59. Lawfo Corp. maintains a $200,000 standard fire in
surance policy on one of its warehouses. The policy includes
an 80% coinsurance clause. At the time the warehouse was
originally insured, its value was $250,000. The warehouse
now has a value of $300,000. If the warehouse sustains
$30,000 of fire damage, Lawfo’s insurance recovery will
be a maximum of
a. $20,000
b. $24,000
c. $25,000
d. $30,000
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Number 2 (Estimated tim e-----15 to 20 minutes)

Required:
Answer the following questions, setting forth reasons
for any conclusions stated.

On February 1, 1990, Drake, a sole proprietor
operating a retail clothing store, filed a bankruptcy petition
under the liquidation provisions of the Bankruptcy Code.
For at least six months prior to the filing of the petition,
Drake had been unable to pay current business and personal
obligations as they came due. Total liabilities substantial
ly exceeded the total assets. A trustee was appointed who
has converted all of Drake’s nonexempt property to cash
in the amount of $96,000. Drake’s bankruptcy petition
reflects a total of $310,000 of debts, including the following:
•

•

•

•

a. Will the four debts described above be discharged
in Drake’s bankruptcy?
b. What factors must the bankruptcy trustee show to
set aside a transaction as a preferential transfer?
c. State whether each transaction entered into by
Drake is a preferential or non-preferential transfer.

A judgment against Drake in the amount of $19,500
as a result of an automobile accident caused by Drake’s
negligence.
Unpaid federal income taxes in the amount of $4,300
for the year 1983. (Drake filed an accurate tax return
for 1983.)
A $3,200 obligation payable on June 1 , 1990, described
as being owed to Martin Office Equipment, when, in
fact, the debt is owed to Bartin Computer Supplies (Bar
tin has no knowledge of Drake’s bankruptcy and the
time for filing claims has expired).
Unpaid child support in the amount of $780 arising
from a support order incorporated in Drake’s 1982
divorce judgment.

Prior to the filing of the petition, Drake entered into
the following transactions:
•

•

•

•

January 13, 1990 — paid Safe Bank $7,500, the full
amount due on an unsecured loan given by Safe on
November 1 3 , 1989 (Drake had used the loan proceeds
to purchase a family automobile).
October 2 1 , 1989 — conveyed to his brother, in repay
ment of a $2,000 debt, a painting that cost Drake $125
and which had a fair market value of $2,000.
November 1 5 , 1989 — borrowed $23,000 from Home
Savings and Loan Association, giving Home a first
mortgage on Drake’s residence, which has a fair market
value of $100,000.
November 9, 1989 — paid $4,300 to Max Clothing
Distributors for clothing delivered to Drake 60 days
earlier (Drake had for several years purchased
inventory from Max and his other suppliers on 60-day
credit terms).
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During the course of the litigation, Apple has refused
to give to Musk its working papers pertaining to the Astor
audit, claiming that these constituted privileged communica
tions. The state in which the actions have been commenced
has no accountants’ privileged communication statute.
The state law applicable to this action follows the
Ultramares decision with respect to accountants’ liability
to third parties for negligence or fraud.
Apple has also asserted that the actions should be
dismissed because of the absence of any contractual rela
tionship between Apple and Musk, i.e ., a lack of privity.

Number 3 (Estimated tim e-----15 to 20 minutes)
Astor Electronics, Inc. is engaged in the business of
marketing a wide variety of computer-related products
throughout the United States. Astor’s officers decided to
raise $1,000,000 by selling shares of Astor’s common stock
in an exempt offering under Regulation D of the Securities
Act of 1933. In connection with the offering, Astor engaged
Apple & Co., CPAs, to audit Astor’s 1989 financial
statements. The audited financial statements, including
Apple’s unqualified opinion, were included in the offer
ing memorandum given to prospective purchasers of
Astor’s stock. Apple was aware that Astor intended to
include the statements in the offering materials.
On Astor’s financial statements, certain inventory
items were reported at a cost of $930,000 when, in fact,
they had a fair market value of less than $100,000 because
of technological obsolescence. Apple accepted the
assurances of Astor’s controller that cost was the
appropriate valuation, despite the fact that Apple was aware
of ongoing sales of the products at prices substantially less
than cost. All of this was thoroughly documented in Apple’s
working papers.
Musk purchased 10,000 shares of Astor’s common
stock in the Regulation D offering at a total price of
$300,000. In deciding to make the purchase, Musk had
reviewed the audited financial statements of Astor that
accompanied the other offering materials and Musk was
impressed by Astor’s apparent financial strength.
Shortly after the stock offering was completed, Astor’s
management discovered that the audited financial statements
reflected the materially overstated valuation of the com
pany’s inventory. Astor advised its shareholders of the
problem.
Musk, upon receiving notice from Astor of the
overstated inventory amount, became very upset because
the stock value was now substantially less than what it would
have been had the financial statements been accurate. In
fact, the stock is worth only about $200,000.
Musk has commenced an action against Apple alleg
ing that Apple is liable to Musk based on the following
causes of action:
•
•
•

Required:
Answer the following, setting forth reasons for any
conclusions stated.

a. Will Apple be required to give Musk its working
papers?
b. What elements must be established by Musk to
support his cause of action based on negligence?
c. What elements must be established by Musk to sup
port his cause of action based on a Rule 10b-5 violation?
d. Is Apple’s assertion regarding lack of privity cor
rect with regard to Musk’s causes of action for negligence
and fraud?

Common law fraud.
Negligence.
A violation of Section 10(b) and Rule 10b-5 of the
Securities Exchange Act of 1934.
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Number 4 (Estimated tim e-----15 to 20 minutes)

Required:
Answer the following questions, setting forth reasons
for the conclusions stated.

Smith, Edwards, and Weil formed Sterling Properties
Limited Partnership to engage in the business of buying,
selling and managing real estate. Smith and Edwards were
general partners. Weil was a limited partner entitled to 50%
of all profits.
Within a few months of Sterling’s formation, it became
apparent to Weil that Smith and Edwards’ inexperience was
likely to result in financial disaster for the partnership.
Therefore, Weil became more involved in day-to-day
management decisions. Weil met with prospective buyers
and sellers of properties; assisted in negotiating partner
ship loans with its various lenders; and took an active role
in dealing with personnel problems. Things continued to
deteriorate for Sterling, and the partners began blaming each
other for the partnership’s problems.
Finally, Smith could no longer deal with the situation,
and withdrew from the partnership. Edwards reminded
Smith that the Sterling partnership agreement specifically
prohibited withdrawal by a general partner without the con
sent of all the other partners. Smith advised Edwards and
Weil that she would take no part in any further partnership
undertaking and would not be responsible for partnership
debts incurred after this withdrawal.
With Sterling on the verge of collapse, the following
situations have occurred:
•

•

•

•

a. Is Weil entitled to inspect and copy the books and
records of the partnership?
b.

Are Weil and/or Smith liable to Anchor Bank?

c. Will Edwards prevail in the lawsuit against Smith
for withdrawing from the partnership?
d. What is the legal implication to the partnership of
Smith’s withdrawal?
e.

Can Weil assign his partnership interest to Alberts?

f. Can Edwards prevent the assignment to Alberts or
the substitution of Alberts as a limited partner?
g. What rights does Alberts have as assignee of
Weil’s partnership interest?
h. What effect does an assignment have on the
partnership?

Weil demanded the right to inspect and copy the part
nership’s books and records and Edwards refused to
allow Weil to do so, claiming that Weil’s status as a
limited partner precludes that right.
Anchor Bank, which made a loan to the partnership
prior to Smith’s withdrawal, is suing Sterling and each
partner individually, including Smith, because the loan
is in default. Weil denied any liability based on his
limited partner status. Smith denies liability based on
her withdrawal.
Edwards sued Smith for withdrawing from the part
nership and is uncertain about the effect of her
withdrawal on the partnership.
Weil wants to assign his partnership interest to Fred
Alberts, who wants to become a substitute limited part
ner. Weil is uncertain about his right to assign this
interest to Alberts and, further, the right of Alberts to
become a substitute limited partner. Edwards contends
that Edwards’ consent is necessary for the assignment
or the substitution of Alberts as a limited partner and
that without this consent any such assignment would
cause a dissolution of the partnership. The Sterling part
nership agreement and certificate are silent in this
regard.
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Number 5 (Estimated time — 15 to 20 minutes)
On February 1 2 , 1990, Mayfair & Associates, CPAs,
was engaged to audit the financial statements of University
Book Distributors, Inc. University operates as a retail and
wholesale distributor of books, newspapers, magazines,
and other periodicals. In conjunction with the audit of
University’s cash, notes, and accounts receivable, Univer
sity’s controller gave Mayfair’s staff accountant certain
instruments that University had received from its customers
during 1989 in the ordinary course of its business. The
instruments are:
•

•

A signed promissory note dated June 3 0 , 1989, in the
amount o f $3,100 payable “ to Harris on December 31,
1989.’’ The maker of the note was Peters and it was
indorsed in blank by Harris, who delivered it to
University as payment for a shipment of magazines.
University demanded that Peters pay the note but Peters
refused, claiming that he gave the note as a result of
misrepresentations by Harris related to a real estate
transaction between the two of them. University
advised Harris immediately of Peters’ refusal to pay.
A signed promissory note dated July 3 1 , 1989, in the
amount of $1,800 payable “ to the order of Able on
January 15, 1990. ’’ The maker of the note was Cole
and it fu rther provided that it was given ‘‘pursuant to
that certain construction contract dated June 1 , 1989.”
The note had been given to University as payment for
books by one of its customers, Baker, who did not
indorse it. The note bears Able ’s blank indorsement.
University demanded payment from Cole. Cole refused
to honor the note claiming that:
•
•

The note’s reference to the construction contract
renders it nonnegotiable; and
University has no rights to the note because it was
not indorsed by Baker.

University immediately advised Baker of Cole’s refusal
to pay.
University is uncertain of its rights under the two notes.
Required:
Answer the following questions, setting forth reasons
for your conclusions.
a. With regard to the note executed by Peters, is
University a holder in due course?
b. Can Peters raise Harris’ alleged misrepresenta
tions as a defense to University’s demand for payment?
c.

Are Coles’s claims valid?
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1.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance, if
12 pages are used for your answers, the objective
answer sheet is page 1 and your other pages should
be numbered 2 through 12.

2.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are com puter-graded, your
comments and calculations associated with them are
not considered. Be certain that you have entered your
answers on the objective answer sheet before the
examination time is up. The objective portion of your
examination will not be graded if you fail to record
your answers on the objective answer sheet.

3.

reports in clear, unequivocal language. Although
the primary purpose of the examination is to test the
candidate’s knowledge and application of the subject
matter, the ability to organize and present such
knowledge in acceptable written language may be
considered by the examiners.

A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written

4.

Write your 7-digit candidate number in the space pro
vided at the upper right hand comer of this page.

5.

You must hand in your examination booklet and
answer papers before leaving the examination room.
Your examination will not be graded unless your ex
amination booklet and answer papers are handed in.

6.

If you want your examination booklet mailed to you,
write your name and address in the space provided
on the back cover page and place 45 cents postage in
the space provided, unless otherwise instructed.
Examination booklets will be distributed no sooner
than the day following the administration of this
examination.

Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, the District o f Columbia, Guam,
Puerto Rico, and the Virgin Islands o f the United States.
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Examination Questions — May 1990

Number 1 (Estimated tim e-----90 to 110 minutes)

3. During a period of inflation, the specific price of a
parcel of land increased at a lower rate than the consumer
price index. The accounting method that would measure
the land at the highest amount is
a. Historical cost/nominal dollar.
b. Current cost/nominal dollar.
c. Current cost/constant dollar.
d. Historical cost/constant dollar.

Instructions
Select the best answer for each of the following items
relating to a variety o f issues in accounting. Use a soft
pencil, preferably No. 2, to blacken the appropriate circle
on the separate printed answer sheet to indicate your answer.
M ark only one answer for each item. Answer all items.
Your grade will be based on the total number of correct
answers.
The following is an example of the manner in which
the answer sheet should be marked:

4. When the market value of an investment in debt
securities exceeds its carrying amount, how should each
of the following assets be reported at the end of the year?

Item

a.
b.
c.
d.

98. The financial statement that summarizes the financial
position of a company is the
a. Income statement.
b. Balance sheet.
c. Statement of cash flows.
d. Retained earnings statement.

98.

1.
According to the FASB conceptual framework,
predictive value is an ingredient of
Relevance
No
Yes
No
Yes

Long-term
marketable
debt securities
Market value
Carrying amount
Market value
Carrying amount

5. Land was purchased to be used as the site for the con
struction of a plant. A building on the property was sold
and removed by the buyer so that construction on the plant
could begin. The proceeds from the sale of the building
should be
a. Classified as other income.
b. Deducted from the cost of the land.
c. Netted against the costs to clear the land and
expensed as incurred.
d. Netted against the costs to clear the land and
amortized over the life of the plant.

Answer Sheet

a.
b.
c.
d.

Short-term
marketable
debt securities
Market value
Carrying amount
Carrying amount
Market value

6. The premium on a three-year insurance policy
expiring on December 31, 1991 was paid in total on
January 2 , 1989. If the company has a six-month operating
cycle, then on December 3 1 , 1989, the prepaid insurance
reported as a current asset would be for
a.
6 months.
b. 12 months.
c. 18 months.
d. 24 months.

Reliability
No
Yes
Yes
No

2.
P Co. purchased term bonds at a premium on the open
market. These bonds represented 20 percent of the out
standing class of bonds issued at a discount by S C o., P ’s
wholly owned subsidiary. P intends to hold the bonds until
maturity. In a consolidated balance sheet, the difference
between the bond carrying amounts in the two companies
would be
a. Included as a decrease to retained earnings.
b. Included as an increase to retained earnings.
c. Reported as a deferred debit to be amortized over
the remaining life of the bonds.
d. Reported as a deferred credit to be amortized over
the remaining life of the bonds.

7. On December 31, 1989, special insurance costs,
incurred but unpaid, were not recorded. If these insurance
costs were related to work-in-process, what is the effect of
the omission on accrued liabilities and retained earnings
in the December 31, 1989 balance sheet?

a.
b.
c.
d.
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Accrued
liabilities
No effect
No effect
Understated
Understated

Retained
earnings
No effect
Overstated
No effect
Overstated

Accounting Theory
8. A company issued a short-term note payable with a
stated 12 percent rate of interest to a bank. The bank charged
a .5% loan origination fee and remitted the balance to the
company. The effective interest rate paid by the company
in this transaction would be
a. Equal to 12.5%.
b. More than 12.5%.
c. Less than 12.5%.
d. Independent of 12.5%.

13. The acquisition of treasury stock will cause the
number of shares outstanding to decrease if the treasury
stock is accounted for by the

a.
b.
c.
d.

9. A retail store received cash and issued gift certificates
that are redeemable in merchandise. The gift certificates
lapse one year after they are issued. How would the deferred
revenue account be affected by each of the following
transactions?

a.
b.
c.
d.

Redemption o f
certificates
Decrease
Decrease
No effect
No effect

a.
b.
c.
d.

Par value method
No
No
Yes
Yes

14. Pott Co. owned shares in Rose Co. On December 1,
1989, Pott declared and distributed a property dividend of
Rose shares when their fair value exceeded the carrying
amount. As a consequence of the dividend declaration and
distribution, the accounting effects would be

Lapse o f
certificates
No effect
Decrease
No effect
Decrease

a.
b.
c.
d.

10. Cahn Co. applies straight-line amortization to its
organization costs for both income taxes and financial state
ment reporting. However, for tax purposes a 5-year period
is used and for financial statement purposes a 10-year period
is used. Cahn has no other temporary differences, has an
operating cycle of less than 1 year, and has taxable income
in all years. Cahn should report both current and noncur
rent deferred income tax liabilities at the end of
Year 1
No
No
Yes
Yes

Cost method
Yes
No
Yes
No

Property dividends
recorded at
Fair value
Fair value
Cost
Cost

Retained
earnings
Decreased
Increased
Increased
Decreased

15. Treasury stock was acquired for cash at a price in
excess of its original issue price. The treasury stock was
subsequently reissued for cash at a price in excess of its
acquisition price. Assuming that the par value method of
accounting for treasury stock transactions is used, what is
the effect on total stockholders’ equity of each of the follow
ing events?

Year 8
Yes
No
Yes
No

a.
b.
c.
d.

11. A lessee had a ten-year capital lease requiring equal
annual payments. The reduction of the lease liability in year
2 should equal
a. The current liability shown for the lease at the
end of year 1.
b. The current liability shown for the lease at the
end of year 2.
c. The reduction of the lease obligation in year 1.
d. One-tenth of the original lease liability.

Acquisition o f
treasury stock
Decrease
Decrease
Increase
No effect

Reissuance o f
treasury stock
No effect
Increase
Decrease
No effect

16. Blue Co. issued preferred stock with detachable com
mon stock warrants at a price which exceeded both the par
value and the market value of the preferred stock. At the
time the warrants are exercised, Blue’s total stockholders’
equity is increased by the

12. Management can estimate the amount of the loss that
will occur if a foreign government expropriates some com
pany assets. If expropriation is reasonably possible, a loss
contingency should be
a. Neither accrued as a liability nor disclosed.
b. Accrued as a liability but not disclosed.
c. Disclosed and accrued as a liability.
d. Disclosed but not accrued as a liability.

a.
b.
c.
d.
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Cash received
upon exercise o f
the warrants
Yes
Yes
No
No

Carrying amount
o f warrants
No
Yes
No
Yes

Examination Questions — May 1990
21. Net income is understated if, in the first year,
estimated salvage value is excluded from the depreciation
computation when using the

17. Allen retired from the partnership of Allen, Beck and
Chale. Allen’s cash settlement from the partnership was
based on new goodwill determined at the date of retirement
plus the carrying amount of the other net assets. As a
consequence of the settlement, the capital accounts of Beck
and Chale were decreased. In accounting for Allen’s
withdrawal, the partnership could have used the

a.
b.
c.
d.

Bonus method
No
No
Yes
Yes

a.
b.
c.
d.

Goodwill method
Yes
No
Yes
No

a.
b.
c.
d.

Production or
use method
No
Yes
No
Yes

22. A balance arising from the translation or remeasure
ment of a subsidiary’s foreign currency financial statements
is reported in the consolidated income statement when the
subsidiary’s functional currency is the

18. Compared to the accrual basis of accounting, the cash
basis of accounting overstates income by the net increase
during the accounting period of the
Accounts
receivable
No
No
Yes
Yes

Straight-line
method
Yes
Yes
No
No

Foreign currency
a.
No
b.
No
c.
Yes
d.
Yes

Accrued
expenses payable
No
Yes
No
Yes

U.S. dollar
No
Yes
No
Yes

Progress
billings to date
Yes
Yes
No
No

23. Interest cost included in the net pension cost recog
nized for a period by an employer sponsoring a defined
benefit pension plan represents the
a. Shortage between the expected and actual returns
on plan assets.
b . Increase in the projected benefit obligation due
to the passage of time.
c . Increase in the fair value of plan assets due to the
passage of time.
d. Amortization of the discount on unrecognized
prior service costs.

20. A fixed asset with a five-year estimated useful life and
no residual value is sold at the end of the second year of
its useful life. How would using the sum-of-the-years’-digits
method of depreciation instead of the double declining
balance method of depreciation affect a gain or loss on the
sale of the fixed asset?

24. A twenty-year property lease, classified as an
operating lease, provides for a 10% increase in annual
payments every five years. In the sixth year compared to
the fifth year, the lease will cause the following expenses
to increase

19. A company used the percentage-of-completion
method of accounting for a four-year construction contract.
Which of the following items would be used to calculate
the income recognized in the second year?

a.
b.
c.
d.

a.
b.
c.
d.

Income previously
recognized
Yes
No
Yes
No

Gain
Decrease
Decrease
Increase
Increase

Loss
Decrease
Increase
Decrease
Increase

a.
b.
c.
d.
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Rent
No
Yes
Yes
No

Interest
Yes
No
Yes
No

Accounting Theory
29.

25. No deferred tax asset was recognized in the 1988
financial statements by the Chaise Company when a loss
from discontinued segments was carried forward for tax
purposes. Chaise had no temporary differences. The tax
benefit of the loss carried forward reduced current taxes
payable on 1989 continuing operations. In accordance with
FASB Statement No. 96, the 1989 income statement would
include the tax benefit from the loss brought forward in
a. Income from continuing operations.
b. Gain or loss from discontinued segments.
c. Extraordinary gains.
d. Cumulative effect of accounting changes.

An antidilutive common stock option is

a.
b.
c.
d.

A
common stock
equivalent
No
No
Yes
Yes

Included in
computing primary
earnings per share
No
Yes
No
Yes

30. Which of the following facts concerning fixed assets
should be included in the summary of significant account
ing policies?

26. On September 3 0 , 1989, a commitment was made to
dispose of a business segment in early 1990. The segment
operating loss for the period October 1 to December 31,
1989, should be included in the 1989 income statement as
part of
a. Loss on disposal of the discontinued segment.
b. Operating loss of the discontinued segment.
c. Income or loss from continuing operations.
d. Extraordinary gains or losses.

a.
b.
c.
d.

Depreciation method
No
Yes
Yes
No

Composition
Yes
Yes
No
No

31. Scott Co. exchanged similar nonmonetary assets with
Dale Co. No cash was exchanged. The carrying amount
of the asset surrendered by Scott exceeded both the fair value
of the asset received and Dale’s carrying amount of that
asset. Scott should recognize the difference between the
carrying amount of the asset it surrendered and
a. The fair value of the asset it received as a loss.
b. The fair value of the asset it received as a gain.
c. Dale’s carrying amount of the asset it received
as a loss.
d. Dale’s carrying amount of the asset it received
as a gain.

Items 27 and 28 are based on the following:
A company acquired a building, paying a portion of the
purchase price in cash and issuing a mortgage note payable
to the seller for the balance.

32. In order to report a business combination as a pool
ing of interests, the minimum amount of an investee’s com
mon stock that must be acquired during the combination
period in exchange for the investor’s common stock is
a.
51 percent.
b.
80 percent.
c.
90 percent.
d. 100 percent.

27 . In a statement of cash flows, what amount is included
in investing activities for the above transaction?
a. Cash payment.
b. Acquisition price.
c. Zero.
d. Mortgage amount.

33. In a business combination accounted for as a purchase,
the appraisal values of the identifiable assets acquired
exceeds the acquisition price. The excess appraisal value
should be reported as a
a. Deferred credit.
b . Reduction of the values assigned to current assets
and a deferred credit for any unallocated portion.
c. Reduction of the values assigned to noncurrent
assets and a deferred credit for any unallocated
portion.
d. Pro rata reduction of the values assigned to
current and noncurrent assets.

28. In a statement of cash flows, what amount is included
in financing activities for the above transaction?
a. Cash payment.
b. Acquisition price.
c. Zero.
d. Mortgage amount.
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Examination Questions — May 1990
34. Advertising costs may be accrued or deferred to pro
vide an appropriate expense in each period for

a.
b.
c.
d.

Interim
financial reporting

Year-end
financial reporting

Yes
Yes
No
No

No
Yes
No
Yes

39. ABC Co. was organized on July 1 5 , 1987, and earned
no significant revenues until the first quarter of 1990. Dur
ing the period 1987-1989, ABC acquired plant and equip
ment, raised capital, obtained financing, trained employees,
and developed markets. In its financial statements as of
December 31, 1989, ABC should defer all costs incurred
during 1987-89,
a. Net of revenues earned, which are recoverable
in future periods.
b. Net of revenues earned.
c. Which are recoverable in future periods.
d. Without regard to net revenues earned or
recoverability in future periods.

35. Grim Corporation operates a plant in a foreign coun
try. It is probable that the plant will be expropriated.
However, the foreign government has indicated that Grim
will receive a definite amount of compensation for the plant.
The amount of compensation is less than the fair market
value but exceeds the carrying amount of the plant. The con
tingency should be reported
a. As a valuation allowance as a part of
stockholders’ equity.
b. As a fixed asset valuation allowance account.
c. In the notes to the financial statements.
d. In the income statement.

40. A business interest that constitutes a large part of an
individual’s total assets should be presented in a personal
statement of financial condition as
a. A single amount equal to the proprietorship
equity.
b. A single amount equal to the estimated current
value of the business interest.
c. A separate listing of the individual assets and
liabilities, at cost.
d . Separate line items of both total assets and total
liabilities, at cost.

36. YIV Inc. is a multidivisional corporation which has
both intersegment sales and sales to unaffiliated customers.
YIV should report segment financial information for each
division meeting which of the following criteria?
a. Segment operating profit or loss is 10% or more
of consolidated profit or loss.
b . Segment operating profit or loss is 10% or more
of combined operating profit or loss of all com
pany segments.
c. Segment revenue is 10% or more of combined
revenue of all the company segments.
d. Segment revenue is 10% or more of consolidated
revenue.

41.

37. Barrett Co. maintains a defined benefit pension plan
for its employees. At each balance sheet date, Barrett should
report a minimum liability at least equal to the
a. Accumulated benefit obligation.
b. Projected benefit obligation.
c. Unfunded accumulated benefit obligation.
d. Unfunded projected benefit obligation.

42. In process 2, material G is added when a batch is 60
percent complete. Ending work-in-process units, which are
50 percent complete, would be included in the computa
tion of equivalent units for

38. How is the average inventory used in the calculation
of each of the following?

a.
b.
c.
d.

Acid test
(quick ratio)
Numerator
Numerator
Not used
Not used

Indirect labor is a
a. Prime cost.
b. Conversion cost.
c. Period cost.
d. Nonmanufacturing cost.

Inventory
turnover rate
Numerator
Denominator
Denominator
Numerator

a.
b.
c.
d.
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Conversion costs
Yes
No
No
Yes

Material G
No
Yes
No
Yes

Accounting Theory
45. A manufacturing company prepares income
statements using both absorption and variable costing
methods. At the end of a period actual sales revenues, total
gross profit, and total contribution margin approximated
budgeted figures, whereas net income was substantially
below the budgeted amount. There were no beginning or
ending inventories. The most likely explanation of the net
income shortfall is that, compared to budget, actual
a. Sales prices and variable costs had declined
proportionately.
b . Sales prices had declined proportionately more
than variable costs.
c. Manufacturing fixed costs had increased.
d. Selling and administrative fixed expenses had
increased.

43. On the diagram below, the line OW represents the
standard labor cost at any output volume expressed in direct
labor hours. Point S indicates the actual output at standard
cost, and Point A indicates the actual hours and actual cost
required to produce S.
W

O Direct Labor Hours
Which of the following variances are favorable or
unfavorable?

a.
b.
c.
d.

Rate variance
Favorable
Favorable
Unfavorable
Unfavorable

Efficiency variance
Unfavorable
Favorable
Unfavorable
Favorable

Item s 46 an d 47 are based on the following:
The diagram below is a cost-volume-profit chart.
Y

44. The diagram below represents the production and
sales relationships of joint products P and Q. Joint costs
are incurred until split-off, then separable costs are incurred
in refining each product. Market values of P and Q at splitoff are used to allocate joint costs.

46. At point A compared to point B, as a percentage of
sales revenues

a.
b.
c.
d.

a.
b.
c.
d.

Fixed costs are
Greater
The same
The same
Greater

47. If sales dollars are used to measure activity levels, total
costs and total revenues may be read from the X and Y axes
as follows:

If the market value of P at split-off increases and all
other costs and selling prices remain unchanged, then the
gross margin of
P
Increases
Increases
Decreases
Decreases

Variable costs are
Greater
Greater
The same
The same

a.
b.
c.
d.

Q

Decreases
Increases
Decreases
Increases
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Total costs
X or Y
X or Y
Y only
Y only

Total revenues
X or Y
X only
X or Y
X only

Examination Questions — May 1990
These bonds are expected to be paid from enterprise funds,
and secured by Todd’s full faith, credit, and taxing power
as further assurance that the obligations will be paid.

48. Polo Co. requires higher rates of return for projects
with a life span greater than five years. Projects extending
beyond five years must earn a higher specified rate of return.
Which of the following capital budgeting techniques can
readily accommodate this requirement?

a.
b.
c.
d.

49.

Internal rate
o f return
Yes
No
No
Yes

Todd’s 1989 expenditures from the general fund include
payments for structural alterations to a firehouse and furni
ture for the mayor’s office.

Net
present value
No
Yes
No
Yes

51. To record the billing for data processing services
provided to Todd’s other governmental units, the internal
service fund should credit
a. Operating revenues.
b. Data processing departmental expenses.
c. Intergovernmental transfers.
d. Interfund exchanges.

A company’s return on investment is the
a. Profit margin percentage divided by the capital
turnover.
b . Profit margin percentage multiplied by the capital
turnover.
c. Capital turnover divided by invested capital.
d . Capital turnover multiplied by invested capital.

52. In reporting the state grants for the bus purchase and
operation, what should Todd include as grant revenues for
the year ended December 31, 1989?

50. In statistical analysis, a weighted average using prob
abilities as weights is the
a. Objective function.
b. Coefficient of variation.
c. Expected value.
d. Standard deviation.

a.
b.
c.
d.

90% o f the
capital grant
Yes
No
No
Yes

100% o f the
capital grant
No
Yes
Yes
No

Operating
grant
No
No
Yes
Yes

53. Which of Todd’s long-term obligations should be
accounted for in the general long-term debt account group?
Item s 51 through 55 are based on the following:
Todd City formally integrates budgetary accounts into its
general fu n d. Todd uses an internal service fund to account
for the operations of its data processing center, which pro
vides services to Todd’s other governmental units.

a.
b.
c.
d.

During the year ended December 31,1989, Todd received
a state grant to buy a bus, and an additional grant for bus
operation in 1989. In 1989, only 90% of the capital grant
was used for the bus purchase, but 100% of the operating
grant was disbursed.

•

Revenue
bonds
Yes
No
Yes
No

54. When Todd records its annual budget, which of the
following control accounts indicates the amount of the
authorized spending limitation for the year ending
December 31, 1989?
a. Reserved for appropriations.
b. Appropriations.
c. Reserved for encumbrances.
d. Encumbrances.

Todd has incurred the following long-term obligations:
•

General obligation
bonds
Yes
Yes
No
No

General obligation bonds issued for the water and sewer
fund which will service the debt.
Revenue bonds to be repaid from admission fees
collected from users of the municipal recreation center.
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Accounting Theory
Num ber 2 (Estimated tim e ----- 15 to 25 minutes)

55. In Todd’s general fund balance sheet presentation at
December 3 1 , 1989, which of the following expenditures
should be classified as fixed assets?

a.
b.
c.
d.

Structural
alterations
to firehouse
No
No
Yes
Yes

Magrath Company has an operating cycle of less than
one year and provides credit terms for all of its customers.
On April 1 , 1989, the company factored, without recourse,
some of its accounts receivable.
On July 1 , 1989, Magrath sold special order merchan
dise and received a noninterest-bearing note due June 30,
1991. The market rate of interest for this note is
determinable.
Magrath uses the allowance method to account for un
collectible accounts. During 1989, some accounts were
written off as uncollectible and other accounts previously
written off as uncollectible were collected.

M ayor's
office
furniture
No
Yes
No
Yes

56. Revenues that are legally restricted to expenditures
for specified purposes should be accounted for in special
revenue funds, including
a. Accumulation of resources for payment of
general long-term debt principal and interest.
b. Pension trust fund revenues.
c. Gasoline taxes to finance road repairs.
d. Proprietary fund revenues.
57.
the

Required:
a. How should Magrath account for and report the
accounts receivable factored on April 1 , 1989? Why is this
accounting treatment appropriate?
b. How should Magrath report the effects of the noninterest-bearing note on its income statement for the year
ended December 31, 1989, and its December 31, 1989
balance sheet?
c. How should Magrath account for the collection of
the accounts previously written off as uncollectible?
d. What are the two basic approaches to estimating
uncollectible accounts under the allowance method? What
is the rationale for each approach?

The basis of accounting for a capital projects fund is
a.
b.
c.
d.

Cash basis.
Accrual basis.
Modified cash basis.
Modified accrual basis.

Num ber 3 (Estimated tim e ----- 15 to 25 minutes)

58. For state and local governmental units, generally
accepted accounting principles require that encumbrances
outstanding at year-end be reported as
a. Expenditures.
b. Reservations of fund balance.
c. Deferred liabilities.
d. Current liabilities.

On January 2 , 1987, Drew Company issued 9% term
bonds dated January 2 , 1987, at an effective annual interest
rate (yield) of 10%. Drew uses the effective interest method
of amortization. On July 1, 1989, the bonds were
extinguished early when Drew acquired them in the open
market for a price greater than their face amount.
On September 1, 1989, Drew issued for cash 7%
nonconvertible bonds dated September 1, 1989, with
detachable stock purchase warrants. Immediately after
issuance, both the bonds and the warrants had separately
determined market values.

59. Fixed assets donated to a governmental unit should
be recorded
a. As a memorandum entry only.
b. At the donor’s carrying amount.
c. At estimated fair value when received.
d. At the lower of donor’s carrying amount or
estimated fair value when received.

Required:
a. 1. Were the 9% term bonds issued at face
amount, at a discount, or at a premium? Why?
2. Would the amount of interest expense for the
9% term bonds using the effective interest method of amor
tization be higher in the first or second year of the life of
the bond issue? Why?
b. 1. How should gain or loss on early extinguish
ment of debt be determined? Does the early extinguishment
of the 9% term bonds result in a gain or loss? Why?
2. How should Drew report the early extinguish
ment of the 9% term bonds on the 1989 income statement?
c. How should Drew account for the issuance of the
7% nonconvertible bonds with detachable stock purchase
warrants?

60. Which of the following should be included in a univer
sity’s current funds revenue?

a.
b.
c.
d.

Unrestricted
gifts
Yes
Yes
Yes
No

Expended
restricted
current fu n ds
Yes
Yes
No
No

Unexpended
restricted
current funds
Yes
No
No
Yes
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Examination Questions — May 1990
Num ber 4 (Estimated tim e ----- 15 to 25 minutes)

Num ber 5 (Estimated tim e ----- 15 to 25 minutes)

Huddell Company, which is both a wholesaler and
retailer, purchases merchandise from various suppliers FOB
destination, and incurs substantial warehousing costs.
The dollar value LIFO method is used for the wholesale
inventories.
Huddell determines the estimated cost of its retail
ending inventories using the conventional retail inventory
method, which approximates lower of average cost or
market.

Boulder Company appropriately changed its
depreciation method for its production machinery from the
double-declining balance method to the production method
effective January 1, 1989.
In addition, effective January 1, 1989, Boulder
appropriately changed the salvage values used in computing
depreciation for its office equipment.
On December 31, 1989, Boulder appropriately
changed the specific subsidiaries constituting the group of
companies for which consolidated financial statements are
presented.

Required:
a. When should the purchases from various suppliers
generally be included in Huddell’s inventory? Why?
b. How should Huddell account for the warehousing
costs? Why?
c. 1. What are the advantages of using the dollar
value LIFO method as opposed to the traditional LIFO
method?
2. How does the application of the dollar value
LIFO method differ from the application of the traditional
LIFO method?
d. 1. In the calculation of the cost to retail per
centage used to determine the estimated cost of its ending
retail inventories, how should Huddell use
• Net markups?
• Net markdowns?
2. Why does Huddell’s retail inventory method
approximate lower of average cost or market?

Required:
a. Identify any accounting changes in the three
situations described above. For each accounting change
identified, indicate whether Boulder should show:
• The cumulative effect of a change in accounting prin
ciple in net income of the period of change.
• Pro forma effects of retroactive application for all prior
periods presented currently.
• Restatement of the financial statements of all prior
periods presented currently.
b. 1. Why are accounting principles, once adopted,
normally continued?
2. What is the rationale for disclosure of a change
from one generally accepted accounting principle to another
generally accepted accounting principle?
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ANSWERS TO EXAMINATION
ACCOUNTING PRACTICE - PART I
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Answer 1 (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

Answer 2 (10 points)

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

a
d
b
a
a
c
b
c
d
c

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

d
a
a
b
c
d
b
b
b
b

b
c
d
*
*
a
d
b
a
c

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

Answer 3 (10 points)
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

d
a
c
c
b
a
a
b
c
d

a
c
a
d
a
d
d
c
b
d

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

* Credit was given for all answers.
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Answer 4 (10 points)

C andidate’s No.________
State__________________
Question No. 4
Page
Cain Corp. and Subsidiary
-----CONSOLIDATING STATEMENT W ORKSHEET
December 31, 1989

Income Statement
Net sales

Cain Corp.
Dr. (Cr.)

Frey, Inc.
Dr. (Cr.)

(3,800,000)

(1,500,000)

Adjustments & Eliminations
Dr.
Cr.
[6]

180,000

Dividends from Frey

(40,000)

[3]

40,000

Gain on sale of warehouse

(30,000)

[4]

30,000

Cost of goods sold

2,360,000

870,000

Operating expenses (including depreciation)

1,100,000

440,000

[2]

(410,000)

(190,000)

Balance, 1/1/89

(440,000)

Net income

(410,000)

Net income

Adjusted
Balance
(5,120,000)

[6]

162,000

3,068,000

12,000

[5]

2,000

1,550,000

[a]

262,000

[a]

164,000

(156,000)

[1]

156,000

(190,000)

[a]

262,000

(502,000)

Retained Earnings Statement

Dividends paid
Balance, 12/31/89

40,000

(440,000)
[a]

164,000

[3]

40,000

[b]

204,000

(502,000)

(850,000)

(306,000)

Cash

570,000

150,000

Accounts receivable (net)

860,000

350,000

[7]

86,000

1,124,000

Inventories

1,060,000

410,000

[6]

18,000

1,452,000

Land, plant and equipment

1,320,000

680,000

[1]

54,000

[4]

30,000

2,024,000

(210,000)

[5]

2,000

[2]

9,000

[1]

750,000

[2]

3,000

[b]

418,000

(942,000)

Balance Sheet
Assets:

Accumulated depreciation
Investment in Frey (at cost)

(370,000)
750,000

Goodwill
Total Assets

720,000

[1]
4,190,000

60,000

1,380,000

(587,000)
57,000
4,790,000

Liabilities & Stockholders’ Equity:
Accounts payable & accrued expenses

(1,340,000)

(594,000)

[7]

86,000

(1,848,000)

Common stock ($10 par)

(1,700,000)

(400,000)

[1]

400,000

(1,700,000)

Additional paid-in capital

(300,000)

(80,000)

[1]

80,000

(300,000)

Retained earnings

(850,000)

(306,000)

[b]

418,000

(4,190,000)

(1,380,000)

Total Liabilities &
Stockholders’ Equity
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1,100,000

[b]

204,000

(942,000)

1,100,000

(4,790,000)

Accounting Practice — Part I

Answer 4 (continued)
Explanations o f Adjustments & Eliminations
[ 1]

To eliminate the reciprocal elements in investment,
goodwill, equity and property accounts. Cain’s
investment is carried at cost at December 3 1 , 1989.

[2]

To record amortization of the fair value in excess of
book value of Frey’s machinery at date of acquisition
($54,000 ÷ 6) and amortization of goodwill
($60,000 ÷ 20) for the year ended December 31,
1989.

[3]

To eliminate Cain’s dividend revenue from Frey.

[4]

To eliminate intercompany profit on the sale of the
warehouse by Cain to Frey.

[5]

To eliminate the excess depreciation on the warehouse
building sold by Cain to Frey [½ X $4,000
($86,000 - $66,000 x 1/5)].

[6]

To eliminate intercompany sales from Cain to Frey
and the intercompany profit in Cain’s ending
inventory as follows:
Sales
Gross profit

[7]

Total
$180,000
90,000

On hand
$36,000
18,000

To eliminate Cain’s intercompany balance to Frey for
the merchandise it purchased.
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Answer 5 (10 points)
a.

M art, Inc.
STATEMENT OF RETAINED EARNINGS
For the Year Ended December 31, 1989

Balance, December 31, 1988
As originally reported
Less prior period adjustment from error over
stating inventories at December 31, 1988
Less income tax effect
As restated
Net income

$3,250,000
$ 200,000
60,000

Deduct cash dividends on:
Preferred stock
Common stock
Balance, December 31, 1989

b.

140,000
3 , 110,000
2 ,250,000
5 ,360,000

450,000 [1]
2,480,000 [2]

2,930,000
$2,430,000

M art, Inc.
STOCKHOLDERS’ EQUITY
December 31, 1989

Preferred stock, $50 par value, 9% cumulative,
convertible; 250,000 shares authorized; 100,000
shares issued and outstanding
Common stock, $5 par value; 6,000,000 authorized;
2,500,000 shares issued, of which 10,000 shares are
held in treasury
Additional paid-in capital
Retained earnings

Less contra accounts:
Common stock in treasury, 10,000 shares at cost
Excess of cost over fair market value of a long
term investment in a marketable equity security

$ 5,000,000

12,500,000 [3]
11,450,000 [4]
2,430,000
31,380,000

$160,000 [5]
50,000 [6]

210,000
$31,170,000

c.

M art, Inc.
COMPUTATION OF BOOK VALUE
PER SHARE OF COMMON STOCK
December 31, 1989

Total stockholders’ equity
Deduct allocation to preferred stock, at liquidation
value [100,000 shares x $55]

$31,170,000
5,500,000

Allocation to common stock
[Shares outstanding 2,490,000 (2,500,000 - 10,000)]

$25,670,000

Book value per share of common stock
[$25,670,000 ÷ 2,490,000]

$
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Answer 5 (continued)
Explanation o f Amounts
[1]

Preferred stock dividend
Par value of all outstanding preferred stock shares

$ 5,000,000
9%

Dividend rate

$450, 000

Dividends paid on preferred stock
[2]

Common stock dividend
Number of common stock shares outstanding, 12/31/88
Number of common stock shares issued, 4/30/89
Total common stock shares issued
Less: Treasury stock shares acquired 2/1/89
Shares outstanding, 7/1/89

2 , 000,000

500,000
2 ,500,000
20,000

2 ,480,000
$2,480,000

Dividends paid (2,480,000 x $1)
[3]

2,500,000

Common stock shares issued (see [2] above)

$5

Par value per share

$12,500, 000

Common stock at par value ($5 x 2,500,000)
[4]

Additional paid-in capital
Balance, December 31, 1988
From issuance of stock:
100,000 shares of preferred stock on 1/5/89
[100,000 x $4 ($54 - $50)]
500,000 shares of common stock on 4/30/89
[500,000 x $7 ($12 - $5)]
From sale of 10,000 shares of treasury stock on 11/6/89
[10,000 x $5 ($21 - $16)]
Balance, December 31, 1989

$7,500,000

400,000
3,500,000
50,000
$11,450,000

Shares
[5]

[6]

Common stock in treasury
Stock reacquired, 2/1/89
Stock sold, 11/6/89

20,000

10,000
10,000

Excess of cost of long-term marketable equity security
Cost of marketable equity security
Fair market value of marketable equity security, 12/31/89
[$15 x 10,000 shares]
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Amount
o f cost
$320,000
160,000
$160,000

$200,000

150,000
$ 50,000
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Answer 1 (10 points)
1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

c
d
c
a
d
c
a
b
c
d

Answer 2 (10 points)

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

a
c
b
b
c
b
b
a
b
c

a
a
d
c
b
b
d
b
c
a

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

Answer 3 (10 points)
41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

d
c
a
a
c
d
b
b
d
d

d
a
d
c
b
a
a
d
a
b

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.
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Answer 4 (10 points)
a. Earl Mayne can use joint return rates in computing his 1989 federal income tax because he qualifies
as a “ surviving spouse.”
Earl Mayne
COMPUTATION OF TAXABLE INCOME
For the Year Ended December 31, 1989

b.

Income
Salaries ($60,000 + $3,000)
Interest
Dividends
Short-term capital loss
Nonbusiness bad debt
Settlement proceeds
Balance
Proceeds from sale of residence
Less basis
Gain
Exclusion
Balance
Gross rents
Less realty expenses
Loss
Passive activity disallowance
Balance
Other exclusions from gross income
Life insurance proceeds
Dividends on life insurance policy
Total

$63,000
800
875
$ 2,500
350
(2,150)
97,402
14,000
83,402
83,402
-01,200
(2,000)
(800)
800
-05,000
410
5,410

Adjusted gross income

62,525

Itemized deductions
Taxes
State income tax
Real estate tax
Total
Contributions
Miscellaneous deductions
Professional education
Professional dues
Tax return preparation fee
Total
Less 2% of $62,525
Balance
Total itemized deductions
Balance
Exemptions (3 x $2,000)
TAXABLE INCOME

$2,000

1,500
$ 3,500
2,250
900
250
500
1,650
1,251
6,149
56,376
6,000
$50,376
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Answer 4 (continued)
c.

COM PUTATION O F FEDERAL INCOM E TAX OVERPAYMENT
Tax before payments on account
Payments on account
Tax withheld ($10,000 + $100)
Excess FICA tax
Estimated tax ($4,000 4- $70)
OVERPAYMENT

$10,082
$ 10,100

225
4,070

70

14,395
$ 4,313

Accounting Practice — Part II
Answer 5 (10 points)
a.

1.

Lane College
PROJECTED ENROLLMENT
For the Academic Year 1990-91

Enrollment for 1989-90
Projected increase for 1990-91 — 5%
TA enrollment for 1990-91
Average number of undergraduate students
per class
Average faculty teaching load in credit hours
Product
One-half
Projected increase in undergraduate enrollment
for 1990-91
Average number of credit hours carried by
each undergraduate student
Product

2.

Graduate
1,300
65

Total
5,500
275

4,410

21
1,386

21
5,796

Graduate
1,365
x24
32,760
252
33,012

Total
5,775

25
x24
600
300
210
x30
6,300

TA enrollment (6,300/300)
Total expected enrollment

a.

Undergraduate
4,200
210

Lane College
PROJECTED STUDENT CREDIT HOURS
For the Academic Year 1990-91
Undergraduate
4,410
x30
132,300

Expected enrollment, excluding TA’s
Average number of credit hours carried by each student
Credit hours, excluding TA’s
TA credit hours [21 x ( ½ of 24)]
Total student credit hours

132,300
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Answer 5 (continued)
a.

3.

Lane College
PROJECTED NUMBER OF FULL-TIME FACULTY AND TA’S
For the Academic Year 1990-91
Full-tim e

For undergraduate program
Enrollment for 1989-90
Average number of credit hours carried by each student
Total undergraduate credit hours

TA’s

4,200
X30
126,000

Average number of undergraduate students per class
Average faculty teaching load in credit hours
Total credit hours taught by faculty

25
x24
600

Required full-time faculty (126,000/600)
TA’s for projected increase in undergraduate enrollment
for 1990-91:
Projected enrollment increase
Average number of credit hours carried by each student
Increased number of credit hours
Average faculty teaching load
One-half carried by TA’s
TA teaching load

210

210
x30
6,300
600
x .5
300

21

Required number of TA’s (6,300/300)
For graduate program
Enrollment for 1990-91 (excluding TA’s)
Average number of credit hours carried by each student
Graduate credit hours (excluding TA’s)
TA credit hours [21 X ( ½ of 24)]
Total graduate credit hours

1,365
x24
32,760
252
33,012
14
x 18
252

Average number of students per class
Average faculty teaching load
Total credit hours taught by faculty
Required full-time faculty (33,012/252)
Total required full-time faculty and TA’s

131
341
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Answer 5 (continued)
a.

4.

Lane College
PRO JECTED SALARIES AND BENEFITS
FO R FULL-TIM E FACULTY AND TA’S
For the Academic Year 1990-91
Faculty

Full-time 210 X ($50,000 x 1.03)
TA’s 21 x $10,000
Full-time 131 x ($60,000 x 1.03)
Total salaries and benefits

a.

5.

Undergraduate
$10,815,000
210,000
$11,025,000

Graduate

$8,095,800
$8,095,800

Lane College
PRO JECTED TUITION REVENUE
For the Academic Year 1990-91

Undergraduate
132,300 student credit hours x $200 per credit hour
Graduate
33,012 student credit hours x $300 per credit hour
Total projected tuition revenue

b.

1.

Total
$10,815,000
210,000
8,095,800
$19,120,800

$26,460,000
9,903,600
$36,363,600

Lane College
FIXED AND VARIABLE ELEMENTS
IN NON-FACULTY COSTS
For the Academic Year 1990-91

Estimated non-faculty costs at level of 180,000 credit hours
Estimated non-faculty costs at level of 140,000 credit hours
Difference between two levels
40,000

$22,320,000
21,960,000
$ 360,000

Variable costs per credit hour = 360,000/40,000 = $9
Fixed costs = $22,320,000 - $9 (180,000) = $20,700,000
or
$21,960,000 - $9 (140,000) = $20,700,000

b.

2.

Lane College
BUDGETED NON-FACULTY COSTS
For the Academic Year 1990-91
$20,700,000
1,487,808
75,600
$22,263,408

Fixed costs
Variable costs (165,312 credit hours x $9)
Scholarships (21 TA’s x 12 credits x $300 per credit)
Total budgeted non-faculty costs
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b
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51.
52.
53.
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60.
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Auditing

Answer 2 (10 points)

Answer 3 (10 points)

Independent Auditor’s Report

a. Reportable conditions are matters that come to an
auditor’s attention, which, in the auditor’s judgment, should
be communicated to the client’s audit committee or its
equivalent because they represent significant deficiencies
in the design or operation of the internal control structure,
which could adversely affect the organization’s ability to
record, process, summarize, and report financial data
consistent with the assertions of management in the finan
cial statements.
Material weaknesses are reportable conditions in which
the design or operation of specific internal control struc
ture elements do not reduce, to a relatively low level, the
risk that errors or irregularities in amounts that would be
material in relation to the financial statements being audited
may occur and not be detected within a timely period by
employees in the normal course of performing their
assigned functions.

To the Board of Directors of Johnson Company:
We have audited the accompanying balance sheets of
Johnson Company as of December 3 1 , 1989 and 1988, and
the related statements of income, retained earnings, and
cash flows for the years then ended. These financial
statements are the responsibility of the Company’s manage
ment. Our responsibility is to express an opinion on these
financial statements based on our audits.
Except as explained in the following paragraph, we con
ducted our audits in accordance with generally accepted
auditing standards. Those standards require that we plan
and perform our audit to obtain reasonable assurance about
whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the
accounting principles used and significant estimates made
by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide
a reasonable basis for our opinion.

b. An auditor is required to identify reportable conditions
that come to the auditor’s attention in the normal course
of an audit, but is not obligated to search for reportable
conditions. The auditor uses judgment as to which matters
are reportable conditions. Provided the audit committee has
acknowledged its understanding and consideration of such
deficiencies and the associated risks, the auditor may decide
certain matters do not need to be reported unless, because
of changes in management or the audit committee, or
because of the passage of time, it is appropriate to do so.
Conditions noted by the auditor that are considered
reportable should be reported, preferably in writing. If
information is communicated orally, the auditor should
document the communication. The report should state that
the communication is intended solely for the information
and use of the audit committee, management, and others
within the organization.
The auditor may identify and communicate separately
those reportable conditions the auditor considers to be
material weaknesses, but may not state that no reportable
conditions were noted during the audit. Reportable condi
tions may be communicated during the course of the audit
rather than after the audit is concluded, depending on the
relative significance of the matters noted and the urgency
of corrective follow-up action.

We did not observe the taking of the physical inventory as
of December 31, 1987, since that date was prior to our
appointment as auditors for the Company, and we were
unable to satisfy ourselves regarding inventory quantities
by means of other auditing procedures. Inventory amounts
as of December 3 1 , 1987, enter into the determination of
net income and cash flows for the year ended December 31,
1988.
Because of the matter discussed in the preceding paragraph,
the scope of our work was not sufficient to enable us to
express, and we do not express, an opinion on the results
of operations and cash flows for the year ended
December 31, 1988.
In our opinion, the balance sheets of Johnson Company as
of December 3 1 , 1989 and 1988, and the related statements
of income, retained earnings, and cash flows for the year
ended December 31, 1989 present fairly, in all material
respects, the financial position of Johnson Company as of
December 3 1 , 1989 and 1988, and the results of its opera
tions and its cash flows for the year ended December 31,
1989, in conformity with generally accepted accounting
principles.
Friday & Co., CPAs
March 11, 1990
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Answer 4 (10 points)

Answer 5 (10 points)

a. The first type of subsequent events includes those
events that provide additional evidence concerning condi
tions that existed at the balance sheet date and affect the
estimates inherent in the process of preparing financial
statements. This type of subsequent events requires that the
financial statements be adjusted for any changes in estimates
resulting from the use of such additional evidence.
The second type of subsequent events consists of those
events that provide evidence concerning conditions that did
not exist at the balance sheet date but arose subsequent to
that date. These events should not result in adjustment to
the financial statements but may be such that disclosure is
required to keep the financial statements from being
misleading.

a. The factors Kent should consider in the process of
selecting Park include
•
•

•

b. The understanding among Kent, Park, and Davidson’s
management as to the nature of the work to be performed
by Park should cover
•
•

b. The auditing procedures Green should consider per
forming to gather evidence concerning subsequent events
include the following:
•
•
•

•

•

•
•
•
•

•

Park’s professional certification, license, or other
recognition of Park’s competence.
Park’s reputation and standing in the views of Park’s
peers and others familiar with Park’s capability or
performance.
Park’s relationship, if any, to Davidson Corporation.

•
•

Compare the latest available interim statements with
the financial statements being audited.
Ascertain whether the interim statements were prepared
on the same basis as the audited financial statements.
Inquire whether any contingent liabilities or com
mitments existed at the balance sheet date or the date
of inquiry.
Inquire whether there was any significant change in the
capital stock, long-term debt, or working capital to the
date of inquiry.
Inquire about the current status of items in the audited
financial statements that were accounted for on the basis
of tentative, preliminary, or inconclusive data.
Inquire about any unusual adjustments made since the
balance sheet date.
Read or inquire about the minutes of meetings of
stockholders or the board of directors.
Inquire of the client’s legal counsel concerning litiga
tion claims, and assessments.
Obtain a management representation letter, dated as
of the date of Green’s report, as to whether any subse
quent events would require adjustment or disclosure.
Make such additional inquiries or perform such addi
tional procedures Green considers necessary and
appropriate.

•
•

The objectives and scope of Park’s work.
Park’s representations as to Park’s relationship, if any
to Davidson.
The methods or assumptions to be used.
A comparison of the methods or assumptions to be used
with those used in the preceding period.
Park’s understanding of Kent’s corroborative use of
Park’s findings.
The form and content of Park’s report that would enable
Kent to evaluate Park’s findings.

c. Kent may not refer to Park in the auditor’s report if Kent
decides to issue an unqualified opinion. Such a reference
might be misunderstood to be a qualification, a division of
responsibility, or an inference that a more thorough audit
was performed.

d. Kent may refer to Park in the auditor’s report if Kent
decides to issue other than an unqualified opinion as a result
of Park’s findings. Reference is permitted if it will facilitate
an understanding of the reason for the modification.
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Answer 2 (10 points)

Answer 3 (10 points)

a. The judgment against Drake arising from his
negligence is dischargeable in his bankruptcy.

a. Yes. Since there is no accountant-client privilege
recognized at common law and there is no applicable state
statute creating such a privilege, Apple will be required to
produce its working papers. Furthermore, the right to assert
the accountant-client privilege, when applicable, generally
rests with the client and not with the accountant.

The unpaid federal income taxes are also dischargeable
because they became due and owing more than three years
prior to the filing of the bankruptcy petition.
The obligation to Bartin will not be discharged because
the debt was not included in Drake’s bankruptcy petition
schedules and the creditor did not have notice or actual
knowledge of the bankruptcy in time to file a proof of claim.

b.

The elements necessary to establish negligence are:

•

A legal duty to protect the plaintiff (Musk) from
unreasonable risk.
A failure by the defendant (Apple) to perform or report
on an engagement with the due care or competence
expected of members of its profession.
A causal relationship, i .e ., that the failure to exercise
due care resulted in the plaintiff's loss.
Actual damage or loss resulting from the failure to
exercise due care.

The unpaid child support is not dischargeable in
Drake’s bankruptcy.

•

b. To establish a preferential transfer that can be set aside,
the bankruptcy trustee must show

•

•

•

•

•
•
•

A voluntary or involuntary transfer of nonexempt prop
erty to a creditor.
The transfer was made during the ninety days
immediately preceding the bankruptcy filing (or within
one year in the case of an “ insider” ).
The transfer was on account of an antecedent debt.
The transfer was made while the debtor was insolvent.
The transfer allows the creditor to receive a greater
percentage than would otherwise be received in the
bankruptcy proceeding.

c. The elements necessary to establish a violation of Rule
10b-5 include:
•
•

•
•

c. The payment to Safe will be regarded as a preference
and may be set aside by the trustee.
The transfer by Drake to his brother can be set aside
as a preference since his brother would be considered an
insider and payment was made within one year of filing.

A material misstatement or omission.
The material misstatement or omission made by the
defendant (Apple) with knowledge (scienter). Reckless
disregard for the truth may constitute scienter.
Justifiable reliance on the misstatement or omission.
The reliance being in connection with the purchase or
sale of a security.

d. Apple is not in privity of contract with Musk because
there is no direct contractual relationship between them.
Therefore, in the absence of other factors, Apple would not
be liable to Musk for Apple’s alleged negligence based on
the Ultramares decision. However, the privity defense
would not protect Apple if Musk could prove that Apple
had committed actual or constructive fraud (that is, Apple
owes a duty to all persons, including third persons, to prac
tice its profession in a non-fraudulent manner).

Giving the mortgage to Home is not a preference
because it was not on account of an antecedent debt.
The payment to Max is not a preference because it was
made in the ordinary course of the business of Max and
Drake under ordinary business terms.
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Answer 4 (10 points)

Answer 5 (10 points)

a. Weil is entitled to inspect and copy Sterling’s books
and records. A limited partner such as Weil has the right
to have the partnership books kept at the principal place of
business of the partnership and to inspect and copy them
at all times.

a. University is not a holder in due course (HDC) with
regard to Peters’ note. To be an HDC, University must:
•
•
•
•

b. Generally, limited partners are not liable to partner
ship creditors except to the extent of their capital
contribution. In Weil’s case, however, he will probably be
liable to Anchor Bank in the same manner as Sterling’s
general partners because he has taken part in the control
of the business of the partnership and, therefore, has lost
his limited liability. Smith, as a general partner, would also
be personally liable to Anchor because liability was incurred
prior to withdrawal.

•

Be a holder of a negotiable instrument.
Take it for value.
Take it in good faith.
Take it without notice that it is overdue or has been
dishonored.
Take it without notice of any defense or claim to it.

All of the above requirements are met except the first.
Peters’ note is not negotiable because it is not made payable
to bearer or to the order of a named payee.
b. University is an assignee of Harris’ rights under Peters’
note. Therefore, University “ stands in the shoes’’ of Harris,
and Peters can raise Harris’ alleged misrepresentations as
a defense against University.

c. Edwards will likely prevail in his lawsuit against Smith
for withdrawing because the partnership agreement
specifically prohibits a withdrawal by a general partner
without the consent of the other partners. Therefore, Smith
has breached the partnership agreement and will be liable
to Edwards for any damages resulting from Smith’s
withdrawal.

c. 1. Cole’s first claim is incorrect. The promissory note
Cole executed is negotiable despite the reference to the con
struction contract, because it does not make the note sub
ject to the other contract; rather, the reference is only a
recital of that contract’s existence.
2. Cole’s second claim is incorrect. University
acquired rights to the promissory note without Baker’s
indorsement because the note had been converted to a bearer
instrument as a result of Able’s blank indorsement. Bearer
paper can be negotiated by delivery alone.

d. The withdrawal (retirement) of a general partner
dissolves the partnership unless the remaining general part
ners continue the business of the partnership under a right
to do so provided in the limited partnership certificate, or
unless all partners consent. Therefore, it is possible that
Smith’s withdrawal will result in Sterling’s dissolution.
e. Weil is free to assign his limited partnership interests
to Alberts in the absence of any prohibitions in the Sterling
partnership agreement or certificate.
f. Alberts, however, cannot be a substitute limited partner
without the consent of the remaining general partner,
Edwards.
g. Therefore, Alberts, as an assignee of Weil’s limited
partnership interest, may not exercise any rights of a part
ner. Alberts is entitled only to any distributions from
Sterling to which Weil would have been entitled.
h. Finally, the assignment by Weil of his partnership
interest does not cause a dissolution of the partnership.
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Accounting Theory

Answer 2 (10 points)

Answer 3 (10 points)

a. To account for the accounts receivable factored on
April 1,1989, Magrath should decrease accounts receivable
by the amount of accounts receivable factored, increase cash
by the amount received from the factor, and record a loss
equal to the difference. The loss should be reported in the
income statement. Factoring of accounts receivable on a
without recourse basis is equivalent to a sale.

a. 1. The 9% bonds were issued at a discount (less than
face amount). Although the bonds provide for payment of
interest of 9% of face amount, this rate was less than the
prevailing or market rate for bonds of similar quality at the
time the bonds were issued. Thus, the issue price of the
bonds, which is the present value of the principal and
interest payments discounted at 10%, is less than the face
amount.
2. The amount of interest expense would be higher
in the second year of the life of the bond issue than in the
first year of the life of the bond issue. According to the
effective interest method of amortization, the 10% effec
tive interest rate is applied to the bond carrying amount.
In a discount situation, the bond carrying amount increases
each year, and this results in a greater interest expense in
each successive year.

b. The carrying amount of the note at July 1 , 1989 is the
maturity amount discounted for two years at the market
interest rate. For the noninterest-bearing note receivable,
the interest revenue for 1989 should be determined by
multiplying the carrying amount of the note at July 1 , 1989
times the market rate of interest at the date of the note times
one-half.
The noninterest-bearing note receivable should be
reported in the December 3 1 , 1989 balance sheet, as a noncurrent asset at its face amount less the unamortized
discount.

b. 1. Gain or loss on early extinguishment of debt should
be determined by comparing the carrying amount of the
bonds at the date of extinguishment with the acquisition
price. If the carrying amount exceeds the acquisition price,
a gain results. If the carrying amount is less than the
acquisition price, a loss results.
In this case, a loss results. The term bonds were issued
at a discount. Therefore, the carrying amount of the bonds
at the date of extinguishment must be less than the face
amount, which is less than the acquisition price.
2. Drew should report the loss from early
extinguishment of debt in its 1989 income statement as an
extraordinary item, net of income taxes.

c. Magrath should account for the collection of the
accounts previously written off as uncollectible as follows:
•
•

Increase both accounts receivable and the allowance
for uncollectible accounts.
Increase cash and decrease accounts receivable.

d. One approach estimates uncollectible accounts based
on credit sales. This approach focuses on income determina
tion by attempting to match uncollectible accounts expense
with the revenues generated.
The other allowance approach estimates uncollectible
accounts based on the balance in or aging of receivables.
The approach focuses on asset valuation by attempting to
report receivables at realizable value.

c. The proceeds from the issuance of the 7% nonconvert
ible bonds with detachable stock purchase warrants should
be recorded as an increase in cash. These proceeds should
be allocated between the bonds and the warrants on the basis
of their relative market values. The portion of the proceeds
allocable to the bonds should be accounted for as long-term
debt, while the portion allocable to the warrants should be
accounted for as paid-in capital.
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Answer 4 (10 points)

Answer 5 (10 points)

a. Purchases from various suppliers generally should be
included in Huddell’s inventory when Huddell receives the
goods. Title to goods purchased FOB destination is assumed
to pass when the goods are received.

a. Boulder’s change in depreciation method is a change
in accounting principle. This change in accounting prin
ciple should show the cumulative effect of a change in
accounting principle in net income of the period of change,
and the pro forma effects of retroactive application for all
prior periods presented currently. Financial statements of
prior periods should not be restated.
Boulder’s change in salvage values is a change in
accounting estimate. Boulder would not report a cumula
tive effect, nor pro forma effects, nor would prior period
financial statements be restated.
Boulder’s change in the specific subsidiaries con
stituting the group of companies for which consolidated
financial statements are presented is a change in reporting
entity. Neither the cumulative effect nor the pro forma
effects of the change should be reported. However, finan
cial statements of prior periods presented currently should
be restated.

b. Huddell should account for the warehousing costs as
additional cost of inventory. All necessary and reasonable
costs of readying goods for sale should be included in
inventory.
c. 1. The advantages of using the dollar value LIFO
method are to reduce the cost of accounting for inventory
and to minimize the probability of reporting the liquidation
of LIFO inventory layers.
2. The application of dollar value LIFO is based on
dollars of inventory, an inventory cost index for each year,
and broad inventory pools. The inventory layers are iden
tified with the inventory cost index for the year in which
the layer was added. In contrast, traditional LIFO is applied
to individual units at their cost.

b. 1. Consistent use of accounting principles from one
accounting period to another enhances the comparability
of accounting information across accounting periods, and
thus increases the usefulness of financial statements.
2. If a change in accounting principle occurs, the
nature and effect of a change in accounting principle should
be disclosed to avoid misleading financial statement users.
Disclosure is required because there is a presumption that
an accounting principle once adopted should not be changed
in accounting for events and transactions of a similar type.

d. 1. Huddell’s net markups should be included only in
the retail amounts (denominator) to determine the cost to
retail percentage.
Huddell’s net markdowns should be ignored in the
calculation of the cost to retail percentage.
2. By not deducting net markdowns from the retail
amounts to determine the cost to retail percentage, Huddell
produces a lower cost to retail percentage than would result
if net markdowns were deducted. Applying this lower
percentage to ending inventory at retail, the inventory is
reported at an amount below cost. This amount is intended
to approximate lower of average cost or market.
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IN D E X - QUESTIONS
HOW TO USE THIS INDEX: This index presents examination question number references for the four sections of the CPA
examination — Accounting Practice Parts I and II, Auditing, Business Law, and Accounting Theory. Each examination section
has been organized according to its content specification outline, with questions indexed according to the areas and groups tested.
The question references listed in the right-hand column are designated as follows: The question numbers are followed by the page
number in this book. The letter M following question numbers indicates a multiple choice item. For example, the reference 17M-4
means multiple choice item number 17 on page 4; the reference 5-14 means essay or problem number 5 on page 14. Note that,
in the Accounting Practice section, Part I is on pages 1-14 and Part II is on pages 15-28.

Accounting Practice — Content Specification Outline
I.

Presentation of Financial Statements or Worksheets.
A.
B.
C.
D.
E.

II.

Measurement, Valuation, Realization, and Presentation
of Assets in Conformity With Generally Accepted Account
ing Principles.
A.
B.
C.
D.
E.

III.

Cash, Marketable Securities, and Investm ents__
Receivables and A ccruals.......................................
Inventories ..................................................................
Property, Plant, and Equipment Owned or Leased
Intangibles and Other A sse ts..................................

1M-2,2M-2,3M-2,4M-2,7M-3
5M-2,9M-3,10M-3,11M-3,12M-3,17M-4
13M-3,14M-4
15M-4,16M-4,18M-4,19M-4
20M -4,21M-5,24M-5

Valuation, Recognition, and Presentation of Liabilities
in Conformity With Generally Accepted Accounting
Principles.
A.
B.
C.
D.
E.
F.

IV.

Balance S h e e t.....................................................................5-14
Income Statem ent..............................................................
Statement of Cash F lo w s.................................................
Statement of Owners’ E q u ity .......................................... 5-14
Consolidated Financial Statements or W orksheets....... 4-12,4-13

Payables and A ccruals............................
Deferred R evenues..................................
Deferred Income Tax L iabilities...........
Capitalized Lease Liability.....................
Bonds P ayable.................. .......................
Contingent Liabilities and Commitments

.22M-5,23M-5,25M-5,26M-5,27M-6,29M-6,30M-6
31M-7
,28M-6,32M-7,34M-7
,33M-7,35M-7
36M-7,37M-8,38M-8,40M-8,42M-8
59M-11,60M-11

Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity With Generally Accepted
Accounting Principles.
A.
B.
C.
D.
E.
F.
G.

Preferred and Common S to c k .........................................5-14
Additional Paid-in C apital................................................
Retained Earnings and D ividends...................................
Treasury Stock and Other Contra A ccounts.................
Stock Options, Warrants, and R ig h ts............................
Reorganization and Change in E n tity ............................
Partnerships .......................................................................
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Index

Accounting Practice — Content Specification Outline (cont.)
V. Measurement and Presentation of Income and Expense
Items, Their Relationship to Matching and Periodicity,
and Their Relationship to Generally Accepted Accounting
Principles.
A. Revenues and G a in s........................................................ 6M-3,8M-3,41M-22,42M-22,43M-9,44M-9,44M-22,
45M-9,45M-22,46M-9,47M-9,48M-9,57M-24
B. Expenses and L o sses....................................................... 46M-22,48M-23,49M-9,49M-23,50M-10,51M-10,
52M-10,53M-10,54M-10,55M-10,56M-11,57M-11,
58M-11
C. Provision for Income T a x ................................................. 39M-8,41M-8
D. Recurring Versus Nonrecurring Transactions and
Events ................................................................................. 47M-23
E. Accounting C hanges.........................................................
F. Earnings Per S h a re ............................................................ 51M-23
VI.

Other Financial Topics.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.

VII.

Disclosures in Notes to the Financial Statem ents.........
Accounting P olicies.........................................................
Nonmonetary Transactions...............................................58M-24
Interim Financial Statem ents............................................ 43M-22
Historical Cost, Constant Dollar Accounting, and
Current C o s t.......................................................................50M-23
Gain Contingencies........................................................... 60M-25
Segments and Lines of B usiness..................................... 54M-24,56M-24
Employee B enefits.............................................................53M-24
Analysis of Financial Statem ents..................................... 55M-24
Development Stage E nterprises...................................... 52M-23
Personal Financial Statem ents......................................... 59M-25
Combined Financial Statem ents......................................

Cost Accumulation, Planning, and Control.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.

Nature of Cost E lem ents.................................................
Process and Job Order C osting ......................................
Standard C o sting...............................................................
Joint and By-Product Costing, Spoilage,
Waste, and S c ra p ..............................................................
Absorption and Variable C o sting ...................................
Budgeting and Flexible Budgeting.................................. 5-28
Breakeven and Cost-Volume-Profit A nalysis...............
Capital Budgeting Techniques.........................................
Performance A nalysis.......................................................
Other ...................................................................................

VIII. Not-for-Profit and Governmental Accounting.
A. Fund A ccounting...............................................................
B. Types of Funds and Account G ro u p s............................. 1M-16,2M-16,3M-16,4M-16,5M-16,6M-17,7M-17,
8M-17,10M-17,14M-18,15M-18
C. Presentation of Financial Statements for Various
Not-for-Profit and Governmental Organizations.......... 9M-17,16M-18,19M-19
D. Various Types of Not-for-Profit and
Governmental Organizations............................................ 11M-17,12M-17,13M-17,17M-18,18M-18,20M-19
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Index

Accounting Practice — Content Specification Outline (cont.)
IX.

Federal Taxation — Individuals, Estates, and Trusts.
A. Inclusions for Gross Income and Adjusted Gross
Income .................................................................................4-26
B. Exclusions and Adjustments to Arrive at Adjusted
Gross Incom e..................... ..............................................4-26
C. Gain or Loss on Property Transactions.........................
D. Deductions from Adjusted Gross Incom e......................4-26
E. Filing Status and Exem ptions...........................................4-26
F. Tax Computations and C red its.......................................
G. Statute of Lim itations.......................................................
H. Estate and Gift Taxation and Income Taxation of
Estates and T ru s ts ............................................................

X. Federal Taxation — Corporations, Partnerships, and
Exempt Organizations.
A. Determination of Taxable Income or L o s s ....................29M-20,30M-20,31M-21,32M-21,33M-21,34M-21,
35M-21,36M-21
B. Tax Computations and C red its....................................... 37M-21
C. S C orporations..................................................................27M-20
D. Personal Holding Com panies..........................................
E. Accumulated Earnings T a x .............................................
F. Distributions ......................................................................
G. Tax-Free Incorporation....................................................
H. Reorganizations ................................................................
I. Liquidations and Dissolutions......................................... 28M-20
J. Formation of Partnership.................................................
K. Basis of Partner’s In terest................................................
L. Determination of Partner’s Taxable Income and
Partner’s Elections.............................................................24M-20
M. Accounting Periods of Partnership and P artn ers............25M-20
N. Partner Dealing With Own Partnership.........................
O. Treatment of L iabilities....................................................
P. Distribution of Partnership A sse ts.................................. 26M-20
Q. Termination of Partnership...............................................21M-19,22M-19,23M-19
R. Types of Organizations.................................................... 39M-21
S. Requirements for Exem ption...........................................40M-21
T. Unrelated Business Incom e............................................. 38M-21
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Index

Auditing — Content Specification Outline
I.

Professional Responsibilities.
A. General Standards and Code of Professional Conduct .46M-35,47M-35,49M-36,60M-37
B. Control of the A u d it......................................................... 50M-36,51M-36,52M-36,53M-36,54M-36
C. Other Responsibilities...................................................... 48M-36,55M-36,56M-36,57M-37,58M-37,59M-37

II.

Internal Control.
A.
B.
C.
D.

III.

,26M-33,27M-33,28M-33
,29M-33,30M-33,31M-33,32M-34,33M-34
34M-34,35M-34,36M-34,37M-34,38M-34,39M-34
.3-38,40M-34,41 M-34,42M-35,43M-35,44M-35,45M-35

Evidence and Procedures.
A.
B.
C.
D.

IV.

Definitions and Basic C oncepts........................
Consideration of the Internal Control Structure
C y c le s...........................................................
Other Considerations................................

,5-38, 1M-30,2M-30,3M-30,5M-30
6M-30,7M-30,10M-31
,4-38,8M-31,9M-31
4M-30

Audit Evidence..........................................
Specific Audit Objectives and Procedures
Other Specific Audit T o p ics....................
Review and Compilation Procedures......

Reporting.
A. Reporting Standards and Types of R ep o rts.................. 2-38,11M-31,12M-31,13M-31,14M-31,15M-31,
16M-32,17M-32,18M-32,19M-32,20M-32,21M-32,
22M-32,23M-33
B. Other Reporting Considerations......................................24M-33,25M-33
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Index

Business Law — Content Specification Outline
I.

The CPA and the Law.
A. Common Law Liability to Clients
and Third P erso n s............................................................3-50
B. Federal Statutory L iability.................................... ......... 3-50
C. Workpapers, Privileged Communication, and
Confidentiality....................................................................3-50

II.

Business Organizations.
A.
B.
C.
D.

III.

Contracts.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.

IV.

Agency ................................................................................lM-40,2M-40,3M-40,4M-40,5M-40
Partnerships and Joint V entures..................................... 4-51
Corporations .......................................................................6M-40,7M-40,8M-41,9M-41
Estates and T ru s ts ........................................................... 10M-41

12M-41, 13M-41, 14M-41
11M-41
16M-42,17M-42
15M-41,18M-42,20M-42
13M-42
21M-42
.15M-42,23M-43
16M-42
19M-42,24M-43
18M-43,22M-42
19M-43,25M-43

Offer and Acceptance.........................
Consideration ........................................
Capacity, Legality, and Public Policy
Statute of F ra u d s..................................
Statute of Lim itations.........................
Fraud, Duress, and Undue Influence .
Mistake and M isrepresentation..........
Parol Evidence R u le ............................
Third Party R ig h ts...............................
Assignments..........................................
Discharge, Breach, and R em edies__

Debtor-Creditor Relationships.
A. Suretyship ..............................................
B. Bankruptcy .........................................................................2-49

V.

Government Regulation of Business.
A. Regulation of Em ploym ent...............................................26M-43,27M-43
B. Federal Securities A c ts .................................................... 28M-43,29M-43,30M-44,31M-44,32M-44,33M-44,
34M-44,37M-45

VI.

Uniform Commercial Code.
A. Commercial P a p e r.............................................
B. Documents of Title and Investment Securities
C. Sales ......................................................................
D. Secured Transactions.........................................

VII.

.35M-44,36M-44,38M-45,39M-45,41M-45
5-52
40M-45,42M-45,43M-45,44M-46,45M-46,46M-46,
47M-46,48M-46
49M-46,51M-47

Property.
A. Real and Personal P roperty............................................. 50M-46,52M-47,53M-47,54M-47,55M-47
B. Mortgages ........................................................................... 56M-47,57M-48,58M-48
C. Fire and CasualtyInsurance.............................................59M-48,60M-48
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Index

Accounting Theory — Content Specification Outline
I.

General Concepts, Principles, Terminology, Environment,
and Other Professional Standards.
A.
B.
C.
D.
E.
F.

II.

Measurement, Valuation, Realization, and Presentation
of Assets in Conformity With GAAP.
A.
B.
C.
D.
E.

III.

Payables and A ccruals.....................................................7M-54,8M-55
Deferred Revenues.......................................................... 9M-55
Deferred Income Tax L iabilities.................................... 10M-55
Capitalized Lease L iability..............................................11M-55
Bonds P ayable...................................................................3-61
Contingent Liabilities and Com m itm ents...................... 12M-55

Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.

V.

Cash, Marketable Securities, and Investm ents..............4M-54
Receivables and A ccruals............................................... 2-61
Inventories .........................................................................4-62
Property, Plant, and Equipment Owned or L eased......5M-54
Intangibles and Other A sse ts..........................................6M-54

Valuation, Recognition, and Presentation of Liabilities
in Conformity With GAAP.
A.
B.
C.
D.
E.
F.

IV.

Authority of Pronouncements.........................................
Conceptual Fram ew ork................................................... 1M-54
Basic Concepts and Accounting Principles................... 2-61,3-61,4-62,5-62
Nature and Purpose of Basic Financial Statem ents......2-61,3-61,4-62,5-62
Consolidated Financial Statem ents................................. 2M-54
Historical Cost, Constant Dollar, Current Cost, and
Other Accounting C oncepts............................................ 3M-54

Preferred and Common S to c k ......................................... 13M-55
Additional Paid-in C apital................................................
Retained Earnings and D ividends....................................14M-55
Treasury Stock and Other Contra A ccounts................... 15M-55
Stock Options, Warrants, and R ig h ts.............................16M-55
Reorganization and Change in E n tity ............................
Partnerships ........................................................................ 17M-56

Measurement and Presentation of Income and Expense
Items, Their Relationship to Matching and Periodicity,
and Their Relationship to GAAP.
A.
B.
C.
D.

Revenues and G a in s......................................................... 2-61,18M-56,19M-56,20M-56
Expenses and L o sses........................................................2-61,3-61,21M-56,22M-56,23M-56,24M-56
Provision for Income T a x ............................................... 25M-57
Recurring Versus Nonrecurring Transactions and
Events ................................................................................. 3-61,26M-57
E. Accounting C hanges......................................................... 5-62
F. Earnings Per S h a re ...........................................................29M-57
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Accounting Theory — Content Specification Outline (cont.)
VI.

Other Financial Topics.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.
M.

VII.

Statement of Cash F lo w s.................................................27M-57,28M-57
Accounting P olicies......................................................... 30M-57
Accounting C hanges......................................................... 5-62
Nonmonetary Transactions..............................................31M-57
Business Com binations..................................................... 32M-57,33M-57
Interim Financial Statem ents........................................... 34M-58
Gain Contingencies.......................................................... 35M-58
Segments and Lines of B usiness.................................... 36M-58
Employee B enefits............................................................37M-58
Analysis of Financial Statem ents.................................... 38M-58
Development Stage Enterprises......................................39M-58
Personal Financial Statem ents........................................ 40M-58
Combined Financial Statem ents......................................

Cost Accumulation, Planning, and Control.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.

Nature of Cost E lem ents..................... .......................
Process and Job Order C osting..................................
Standard C osting...........................................................
Joint and By-Product Costing, Spoilage, Waste, and
Scrap ..............................................................................
Absorption and Variable C osting ...............................
Budgeting and Flexible Budgeting.............................
Breakeven and Cost-Volume-Profit A nalysis...........
Capital Budgeting Techniques....................................
Performance A nalysis..................................................
Other ..............................................................................

41M-58
42M-58
43M-59
44M-59
45M-59
46M-59
47M-59
48M-60
49M-60
50M-60

VIII. Not-for-Profit and Governmental Accounting.
Conceptual Fram ew ork................................................... 59M-61
Fund Accounting.............................................................. 52M-60,54M-60
Types of Funds and Account G ro u p s........................... 51M-60,53M-60,56M-61,57M-61
Presentation of Financial Statements for Various
Not-for-Profit and Governmental Organizations......... 55M-61
E. Various Types of Not-for-Profit and
Governmental Organizations...........................................58M-61,60M-61
A.
B.
C.
D.
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CONTRIBUTORS TO THIS UNIFORM CPA EXAMINATION
The Board of Examiners expresses its gratitude to the following contributors of questions appearing in
the May 1990 examination.

SURENDRA P. AGRAWAL, Memphis State University
*CONNIE L . CHILDERS, Mize Houser & Co., Topeka
*SHERYL FELTNER
ALBERT K . FRANCISCO, Friday Harbor, WA
BYRON E . HAGLUND, Western Washington University
GAYLORD A . JENTZ, University o f Texas, Austin
DAVID A . SCHENBATH, University o f West Florida

*Question submitted while a student of Professor Walter F. James, Washburn University of Topeka.

FUTURE CPA EXAMINATION DATES
1990 — November 7, 8,
1991 - May 8, 9, 10
November 6, 7,
1992 - May 6, 7, 8
November 4, 5,
1993 - May 5, 6, 7
November 3, 4,

9
8
6
5

1994 - May 4, 5, 6
November 2, 3,
1995 - May 3, 4, 5
November 1, 2,
1996 - May 8, 9, 10
November 6, 7,
1997 - May 7, 8, 9
November 5, 6,

4
3
8

1998 - May 6, 7, 8
November 4, 5, 6
1999 - May 5, 6, 7
November 3, 4, 5
2000 - May 3, 4, 5
November 1, 2, 3

7

Beginning with the May 1994 Examination, the Examination testing time is scheduled to be shortened to
two days. Therefore, dates after November 1993 are subject to change.

Candidates can facilitate their study of past CPA examination questions by using the index on pages 88
through 94 in conjunction with the five-year index contained in Selected Questions & Unofficial Answers
Indexed to Content Specification Outlines.
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SELECTED QUESTIONS & UNOFFICIAL ANSWERS INDEXED
TO CONTENT SPECIFICATION OUTLINES MAY 1985 — MAY 1989
This new study aid offers today’s CPA
candidate an extremely effective way
to prepare for the CPA examination.
It includes virtually all of the multiple
choice questions, problems and essays
contained in the ten examinations that
were given from May 1985 through
May 1989—along with unofficial
answers.
■ The questions were selected
by the staff o f the AICPA Examinations
Division on the basis o f current value
and pertinence.
The unofficial answers were
prepared by the staff and reviewed by
the AICPA Board o f Examiners.
$42.50

To help you focus on specific sub
ject areas, material in nine of the
examinations has been organized into
four sections which correspond to the
four parts of the CPA examination
itself — Accounting Practice . . . Ac
counting Theory . . . Auditing . . .
and Business Law.
And to facilitate study and review,
the material in each section has been
organized and indexed by area and
group in accordance with its content
specification outline.

tively by making it easier for you to
concentrate more heavily on those
subject areas where you feel greater
effort is required.
As an added advantage, the
November 1989 CPA examination is
presented in its entirety . . . along
with unofficial answers and content in
dex. This will give you an opportunity
to familiarize yourself with recent
examinations as they were actually
given . . . and see how well you fare.

This area and content approach
will enable you to study more effec

PER COPY

DISCOUNT PRICE TO STUDENTS

$29.75

ORDER FORM
Selected Questions & Unofficial Answers Indexed to
Content Specification Outlines May 1985 — May 1989
Please send me a copy of the above title (079243)
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Signature.
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*Instructor
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